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Coming — A “rainy day’’ or a ‘‘nest egg” 
may be the vision conjured up by an in- 
vestor upon mention of a savings and loan 
association. But to those who run such an 
association, it means the steady operation 
of a banking business. Unraveling the tax 
complexities connected with such operation 
is the purpose of an article by William J. 
McKeever, dealing with the recent regula- 


tions anent savings and loan associations. 


Richard L. Goldman deals with the ques- 
tion of whether insurance companies and 
trustees, administering pension and profit- 
sharing plans which give the employee a 
right to designate the beneficiary, are 
liable for unpaid estate taxes. Arthur 


Susswein finds that there is still confusion 


about payments made by an employer, 


under a contract, upon the death of an 
employee. 
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In the case of U 
ment had 
ed for 
200.36 


seven 


. 8 
>. uv. Steele,” the 


obtained lien 


govern- 
against the in- 


St 


1 unpaid federal income taxes of 
7 


$ and given thereof to the 


insurance companies with whom | 


was then insured fora al of $87,250. ‘The 


insured had reserved the right in each policy 


to change the borrow 


beneficiaries and to 


He OT! 


beneficiary, 


or assign 
wife as but, 

set up a trust agreement, to beco 

tive at his death, under which his wif 
with the 


children were the _ beneficiaries 


corpus to go to his grandchildren, an 
named the 
under the 
brought an e 


‘ . 1} 
trustees were revocabie 


The 
under the 


ficiaries policies 


ment uity suit 


Cod 


} 
men out 


ecessor Statute to 
enforce its tax 
The district court 
sured had, the NX 


ceeds 
property right 
be subjected to 
ficiaries had on 
— 


ght w ( 


yperty ight w personal 

rig! to obtain the cash surrender value, 
but that this right expired at his death, 
at which time the only right remaining was 
the vested right of the beneficiaries to ob 
and that, there 
the insured’s right 
death and could not bs 
enforced against the hands 


tain the policy proceeds; 
fore, the 
disappeared at his 


lien against 
proceeds in the 
of the beneficiaries It is 
in the opinion in this c 
facts showing insolvency of t 
it must be 


ment of 


assum d 


did not 
insures 
deat! 


might well have proceeded against th 


solve nt 
+h 


be insolvent vernmen 


eficiaries as transferees under Secti 


is will appear from the opinions in tl! 


sequent cases discussed hereinbelow 


Hancock Mutual Life Insurance 


Helvering™ the insured’s estate 


In John 


Company v 


was at all times insolvent, and the Board 


Tax Appeals stated, obtter, that 


“Where the proceeds of a policy of insur 
ance are paid to a beneficiary in a lump 
upon death, 


course the of the 


sum the insured’s 


then of 
beneficiary insurance pol 


8 Cited at footnote 8. 
% CCH Dec. 11,318, 42 BTA 809 (1940), rev'd 
42-1 ustc 7 10,178, 128 F. (2d) 745 (CA of D. C.). 


188 


March, 1953 ®@ 


icy is the transferee of the proceeds of the 
insurance policies 2 


The Appeals 
District of Columbia reversed, but « 
ferent (128 F. (2d) 745). 


Circuit Court of 
grounds 


Wi 


In the Kieferdorf case,” where proce 
+ e | 


of insurance on tl fe of a delinquent 


vayer were payable is tate, the ci! 


court of appeals h hat an order 


Cal yrobate « 


ilornia f setting apa 
proceeds to tl 


petitioner, the 
a transfer a1 
/ 


1 
, 
ble 


er her lia 
j 
l 


eral incom 


lider Sect 


on 311 


the ate law was not cont: 


letermining whether or not the w 
‘distributee.” In this case, the 
id that the insured’s estate was 
isolvent upon the executor’s pay1 
the insurance proceeds to the wid: 
suant to « probate cou 


a taxpa 
taxe 


il taxes 
mm oniy 
appeals had |} 
beneficiary appealed fr 
lecision. The circui 


that? the state law, even thoug!l 


Court may have had it correct, was not 


determinative of the question of transferee 
liability; but it concluded nevertheless that 
the beneficiary wa r ree < t these 


* Cited at footnote 8 
21 Cited at footnote 15. 


TAXES —The Tax Magazine 





policies under Section 311 (a) without 
7 ar +4 1 » Ie + 
regard to the state law limi 


erestil ing 


ther« 


ae 
reid 


petitioner 1s a 


rmovernment c: 


without t 


In the ly ci * the Tax Court stated 


rat t} 


1 
c G 


principle I1rol those 1 the Muller casi 


ansferee liability 


Cited at footnote 


Cited at footnote 


Liability of Insurance Proceeds 


istinguishable in 


existed and that the Commissioner could 
follow the life insurance proceeds “into the 
hands of those to whom he had provided 
it should go, in order to collect taxes law 
fully due from the transferor.” In this case, 
the insured had set up a trust to collect and 
dispose of the proceeds, reserving “all rights 
over the policie gg 


In the Sullivan case,™ 


the insured had 

named his wife as beneficiary in a number 
of insurance policies on his life, reserving 
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nt The balance 


a penalty 


1ent 
I 


> paid to the beneficiary 
liability ot the 
affected by this 


Should tl beneficiary contend 


transteree 


would not be 


then it becomes 


pro 
} 


at its 
payment 


rovernment 


1 
ciaim 
tizenshiy 


vernment 1S con- 


was, however, per 
petitions, in the United 
iinst an which a district 
nsidered is interpleaders.”’ 
rout, 42-1 vus1 372, 46 F. Supp. 484 
) Also, an insurance company was 
to file a plaint in interpleader 


a case by 


individual, 


corn 


Liability of Insurance Proceeds 


sidered a resident of state.” If the 
laws of the state of the beneficiary’s domi- 
cile permit, the company might commence 
an interpleader action in the state courts, 
in which case the government would prob- 
request removal of the action to the 
federal courts. If the beneficiary-transferee 
should bring an action against the company 
in a state court for recovery of the policy 
it may be that the chief counsel 
Bureau of Internal Revenue would 
exercise his discretion to have the govern- 


every 


ably 


proceeds, 
for the 
ment intervene ‘he insurance company in 
such action should apprise the appropriate 
director (or collector) of internal revenue 
of the litigation, in order that the latter may 
report it officially to for 
his decision as to such intervention. How- 
ever, these are procedural matters which are 
beyond of the subject matter of 


the chief counsel 


the sce ype 


this article. 


It is my opinion, therefore, that: 


(1) State statutes exempting life insur 
ath proceeds from claims of the in 
creditors ineffective 

the United 
for unpaid federal income 
insured 


ance d¢ 
against 
States 


; 
sured’s are 


collection processes of 
under the Code 


taxes of the 
liability of a 
proceeds is determined by 


not limited 


Transferes beneficiary 


insurance 


] 


law and is by provisions 


law 
(a) Where 


a be neficiary 


insured has desig 

life 

the right to change 
; = 


the 
under a insurance 
the 


sol 


reserving 


estate 1S 


+] 


vent at his death 


ufter payment of the in 


surance proceeds, the beneficiary is not liable 


] e 
l aS a 


ehiciary 


the 
unlikely that 
yment Of any pre 

f the benefi 


in determining 


ha 


| 
would 


rule 
It is 


estate 


insured 
reserved 


such nation, the ben 


under former Sec. 41 (26) of 28 USCA against 
several rival claimants and a collector of in 
ternal revenue Publicity Building Realty Cor 
poration Vv. Hannegan, 44-1 { 9180, 139 F 
(2d) 583 (CCA-8) 


’ Mim. 6134, April 3 


UST« 


1947 





under Section 311 


as a transtreree I licy proceeds are payable 
insurance proceeds for the insured’s insures ido s the designated 
unpaid federal income taxes to the extent effectively d 

yt such proces | ie benefi- ro md it ucl 


} 1; ] 
cist 


sured in- hen become a ] yt tl 


executor 
widow 
unde 

the 


| 
+} 


a lump sul steree 


liability of the beneficiary under Section 311. 


(8) Even though a beneficiary of instal- 
ment proceeds may be deter1 


o have 
commuted 
value of the unpaid instalmen the 


transferee liability equal to t 


insur- 
company cannot be 


liability of tl 


quired ily Oo pay each for unpaid 


becomes nd payable sured will depend 
insured at the date the assignment is effected 


[The End] 
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Unitization 
of Oil and Gas Properties 


Simplicity Is Not the Keynote 
in the Tax Treatment of 


Consolidation of Oil Interests 


By OLIVER W. HAMMONDS and GEORGE E. RAY, Dallas Attorneys 


NGINEERS HAVE |] 


the Scur: 


STIMATED that 
mm Reef field in 
Texas, of oil by 
ion may be 

would have 

covery met} 
a recovery of approximately 
l | t ly 21% billion 
econdary 
additional 
ot some 
billion. 

1 


' 
I 
1; 
i 


in an 
secondary 
increasing 


num 
such 


ntatiar + 
tation oO! 


operation ot 


individual 


im industry. 

t unitization ar- 

and the tax 
have 

discussed and de velopc d he re tofore.” 


+ +} ; 
S¢ a ie lime I 


gement rpose 


problems connected the been 


rewith 


These 


and in 
tl 


con 


formation of e property) 
he operation of 


eretore, careful 


The estimated additional recovery by such 
methods in the entire State of Texas is 15 
billion barrels. The Wall Street Journal, S. W. 
Ed., November 24, 1952, p. 12 

2 Hill Tax Problems Arising out of Uniti- 
zation Agreements,’’ Third Annual Institute on 


Oil and Gas 


both 
in relation to complex engineering, 


operating, 


anticipatory legal consideration of 


phases 
accounting, and economic factors 
thereto. It is clear that, for the 
these problems must be resolved 
by analogy, there is little 
law to 


purpose of this 


pertaining 
most part, 
since case, 
mark 
paper 
to attempt the further clarification of some 


which 


administrative 


the way.* It is the 


Statutory, or 


of the problems 


] 


. ! 
ore discussed. 


have been hereto- 


f Principal consideration will 
to first 


connec- 


be given to those items pertaining 
phase problems—those arising in 


tion with the formation of the unit. 


Property Nature of Unitization 


One of the principal problems which 
arises in the formation of the unitized unit, 
relates to the handling of the unitization in 
relation to title. In some cases, there is a 
merger of title accomplished by the execution 
of cross assignments or deeds whereby each 
owner of a leasehold, mineral, or royalty 
interest exchanges his title in a specifi 
property (usually one or more leases) for 
an undivided interest in the unitized 
In other cases, there is only a pooling of 
production, with each owner being entitled 
to a proportionate part of the production 
from the unitized area, no assignments of 
title made. Which of two 


methods is to be used in a particular uniti- 


area. 


being these 


Oil and Gas and Taxation, Southwestern Legal 
Foundation, p. 427, and authorities referred to 
there 


® Hill, article cited at preceding footnote 





; lesire to unitize both leases, and each 
The authors acknowledge with lessee assigns to the other an undivided 


appreciation the contributions to this one-half working interest in each lease, so 


. that there r each owns an undivided one 
article made by M. E. Webb, hat thereafter each owns an t ded one 
half working interest in the 4,000 acre j 


1 
17 eC } 
2 I 


comptroller, Seaboard Oil Company 1 area without any cash payn 
of Delaware, and Ralph B. Shank, oil het . In this case 


and gas attorney, Dallas, Texas. CHERERGES 
iS tax-Iree, 


in one lez 


course, a matter o » unitized 


f 
i 

| 
ik 


considerati by a 


nsequences fowl 


tion 


purposes, 


ms are 


( own 
, 
mineral 
i 
asoning 
1 : , ‘ } > ant vey “ase mi realist and more 
example, assume tl 


a 2,000 acre lease at ‘ re th , reasoning 


any exploration, drill ) ( pooling as 


At r hange ( property learl]) ) Cases cited at footnote 5 
‘mutual grant’’ and the absolute transfe § Cf. ‘‘Exchange”’ as in footnote 4 
title to property.’’ See Hale v. Helvering, 36 ® Cited at footnote ° 
rc 7 9451, 85 F. (2d) 519 (CCA D. C.) 4° Cited at footnote 5 
' Bogges v. Milam, 34 S. E. (2d) 267 (W. Va 1 See Note, ‘Oil and Gas—Formation of Pool 
945); Sohio Petroleum Company v. Jarek, 248 ing Unit Does Not Defeat Outstanding Equitable 
S. W. (2d) 294 (Tex. Civ. App., 1952); Knight Interests,’ 31 Texas Law Review 340 
t Chicago Corporation, 188 S. W. (2d) 564 2 Miles v. Amerada Petroleum Corporation, 
(Tex 1945) 241 S. W. (2d) 822, and cases cited therein 
Article cited at footnote 2 
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share in th 


the parties to e€ unit production 
results not from a grant of the historic title, 
but from the agreement of the parties that 
the leases shall be operated as a single lease 
or unit. The fact that the end result is the 
same does not justify a holding that the 
title has been which 
would subject a method of development and 
the 


plicable to conveyancing. 


conveyed—a _ result 


operation to many historic rules ap- 


It is a case of 


] + 
hitting the toot 


shoe not 


is believed that 
of the basic 
in the property 

ration arrangem« 

ing authorities, 


‘ ‘ } 
( : ere 


Tax Consequences of Unitization 
by Exchange of Title 


production, 
} 
pooled bi 


howeve! 


correspondingly 
the 


veloped properties r purposes ol! 


with exchange of 


it 1s 


that we principally 


It will be yted that the 
the economic as defined in Palmer 

v. Bender, 3 ustc § 1026 287 U. S. 551, and dis- 
=~ 2 2730 941-1 CB 214, and does 

not consider title t ground. The 
hold hi ar ‘*hange of economic 
may be accomplished by a unitization 
without an exchange of legal title 

recognized 
exchange of 


Bureau considers 


onl interest 


cussed in G 


of economic interests is 


as a nontaxable 


Oil 


It is now established that it is immaterial, 
tax-wise, whether is an exchange of 
properties prior to development, after de 
velopment, or an exchange of nondeveloped 
Where 


such an exchange in fact occurs, and no 


there 


properties for developed properties 


iS involved, it 
within 
thy> 
This 


ash adjustment constitutes 


mtaxable “exchange” the mean 


tion 112 (b) 


recognized 


so that no gan 


much only is 


he problems begin 


We begin then with a discussion ot 


articular problems the ex 
: 


where 


involved in 


change of developed properties, and 


a cash adjustment is involved as is most 


generally required 

Tax Treatment of the Cash Adjustment 
First is. the the 
adjustment. Where an accounting is 
between 


1 
asSn 18 


tax treatment of cash 


mace 


1 
lessees Tor 


investment costs and 


the ail, i 
not 


If the cash 


received to compensate for excess drilling 


received by ai lessee, 
e€ is recognized, but 


cash 


received.” 


costs contribute d, 


generally all of the cash 


will ognized gain, sincé most lessees 


ts to expense as incurred 


and th maining depletable basis will 
usually be smaller than the 


undiv idle d le asehold 


value 
and the 
event, the 


sum of the 
interest 
In such an ne W 
lessee will be the 


and the 


received. Che gain 


recognized 
separately as to each 
in which event any depletion 
lowed on any such 
depletabl ba 1S 


ler ation 


tract or leas« 


would not he 


s received by a lessee té 
excess contribution of equip 
but 
The 
largely 


also recognized, not in 
cash 


will 


received amount 


depend upon the 
taken 
tment As a 


little, if any, gain is 


depreciation previously 


lessee’s original ves 
general rule, very 


recognized in such cases, particularly if the 
unit 


value lor 


equipment is valued in the 


agreement 


at a discounted market exchange 


* Determination of the tax consequences re 
sulting from the joint development method in 
which an exchange is not involved, should prove 
a fruitful subject for a separate study 

is Ff. C. Laster, CCH Dec. 11,600, 43 BTA 159 
(1940) Commissioner 1 Crichton, 41-2 usr 
1 9638, 122 F. (2d) 181 (CCA-5): I. T. 4093, 

cf. Fleming v. Campbell, 53-1 usre 
Tex.) 


112 (e) (1) 


ii(6 lY 





purposes. Under Section 112 (c) (1), the 
gain, of course, would be the excess of the 
sum of the fair market value of the un- 
divided interest in the unit equipment and 
the cash received over the lessee’s basis in 
his original 
unit. 


equipment transferred to the 


In this connection, an interesting question 
arises as to whether a lessee who places his 
develope d 
all of 


fractional interest in the entire 


lease in a unit has 

his leasehold and equipment for a 
unit which 
whether he 
has exchanged only that fractional interest 
in his held before unitization in 
excess of the fractional interest acquired in 
the unit. For exampl 
working interest in a lease before unitiza- 
tion. After wunitization he owns a on 
fourth interest in the 
his original 


ex¢ hange d 


includes his original lease or 


lease as 


\ owns the tire 


unit which includes 
Has A exchanged his 
for a one-fourth interest in the 


unit which includes his lease, or has he ex 


le ase. 


entire lease 


changed a three-fourths interest in his lease 
for a one-fourth interest in the unit ex- 
lease Wi lavor tne 


view, since the nature of A’s 


clusive of hi 


ownership in 
the retained one-fourth interest in his lease 


has undergone a change in the process of 


This is the Bureau’s position 
also, that is, tl 


unitization 


1 


iat there has been an ex 


change of the entire 


former lease interest 
for an undivided interest in the unit. 


above cases, any ail 


be considered by the 
recipient as capital gain under Section 117 
(j). This is true although part of the gain 


may be the result of cash received by a 


lessee to reimburse him for excess con 


tribution of intangible well costs Since 
the drilling costs were incurred prior 


1 to the 
passing of an 


interest in the well to the 


lessee making the cash payment, a sale of 


in interest in the well or wells is accomp- 


lished, irrespective of the fact that the ex 
change 


value may be computed, by using 
the actual drilling costs 


fact that the 


expended ‘ The 
cost of an been 
authority should 
not change the nature of the asset. 


asset has 
expensed under statutory 


Concerning the lessees who 


make pay- 
ment of cash to compensate for their under 


contribution of well costs or equipment, it 


would seem that there is no doubt that the 


expenditures are depletable and depreciable 


capital expenditures, respectively 


Basis Adjustmént—Second is the basis 
problem, and the treatment of the cash 
adjustment in respect thereto. What bases 
do the respective have 
exchange of their properties in leasehold 
reserves, drilling equipment, and intangible 
drilling Where no 


references thereto is made in the unitization 


lessees after the 


investment? specific 
t 
agreement, a reallocation of the 
will be made 
market value of the 


lessee’s 
basis according to the fair 
lessee’s interest in the 
unitized leasehold and equipment on the 
theory that a parcel of realty composed of 
depreciable and depletable 


property has 
been exchanged for a like 


parcel.” Th 
cash adjustment, being taxable, would not 
affect the 

cumstances. 
tion 


basis adjustment in such « 
Where, however, the unit 
agreement clearly shows 
parties intended to exchange leasehold 
leaseholds on the basis ; 

ment for equipment on the 


and intangible drilling on the 


per foot, no reallocation of the total proj 
erty basis between leasehold and equipment 


is required. 


The Bureau has held, in at least « 
unpublished case in 


- 
such circumstances, 


that, instead of a reallocation, the basis 


the leases turned in becomes the basis 
leasehold interest acquired 


the unit 


creased, as to those operators making « 
intangible drilling, by 
¢ he bas 


in becomes l asis of the it 


payments for such 


payments 


upment acquired, increas¢ = 


operators making cash payments 


ment, by such payments, and decr 
to operators receiving payments 
equipment turned 11 , the cas! 
and increased by the 


1 DV tn recog 
Those operators who received cash 


cess equipment turned in, ¢ considere 


have 


4 + + ? + + . * 4 ] 4 
the transfer is taxable as capital gain to 


received “boot” in exchange 
extent of the boot, in accordance with S« 
tion 117 (j). The operators who paid cash 
for the 

amounts as 
equipment. 
by reason of 


equipment are to capitalize such 


additional cost of the unit 

Those operators who paid cash 
intangible drilling, 

others on the interest they received before 

they acquired it, 


done by 


should capitalize such pay 


ments as additional cost of the unit 
hold. 
by reason of intangible drilling costs turned 
in are considered to have received “boot” 
in an exchange, and the transfer is taxable 


} 
iCaSe- 


Those operators who received cash 





* 1. T. 3693, 1944 CB 272. 
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sirable to lessen 
i 


allocation of the 


soll 
ie use ¢ 
account for 
th the pr 
~h time, 


counting problems involved in such an ar- 
rangement may become rather complex and 
the arrangement thus 
trom 


become impractical 


operating standpoint 


Conclusion 


From the foregoing review of only some 
the basic tax problems presented in the 
i of oil and gas properties, it 
apparent that all of the many 
involved have by no means yet 


questions 1 
been finally Che solution 


re solve d. 
questions offers, 


to these 
financially as well as pro 


fessionally, a challenge, to provide sufh 
cient work for many competent specialists 
fields of law, accoul 
to work together 
solution ‘an be 
efficient 


hould permit or 
, 7 


iting, and en- 
On the 


ifted 


basis 
intelli- 
rrangements 
ypment of 
ntry large additional 1 and 
} I be rec vered. 


[The End] 
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membet 


A 
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as al served 


Team-Work in 
Accountants Should 


id director of finance for 


Richmond and as auditor of 
public accounts of the 


Virginia. 
Andrews 


ia, on February 


Commonwealth of 


was 


born in Richmond, 
19, 1899, and : 


schools tnere He 


attended 
studied at 
Richmond as a 


1 


the 
member of 
1918 
Andrews 


untants, 


niversity of 
the Student Army Training 
In 1922, he org ; 


} 


Ss in 
anized | 
Company, certified pt 
i in Richmond 
In 1948 he 
Andrews W 


onsultants « 


anoke, 
Was a col under o! 
Towne, actuaries and 


§ Richmond, At- 


ommissioner of Internal 


ew Commissioner served in the 
ie Corps during World War Il. He 
detailed to the State 


and as 


was 
1942 


transportation 


Department in 
chief accountant 
director of the North 
can Economic Board, Algiers 
and 1945 he was G-2 of the 
of the Fourth Marine 
Pacific Theater. He 
major. 


and 
l Afri 
During 1944 
General Staff 
Aircraft Wing in the 
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Work Together 


34 American Bar Association 
Journal 870 (1948) 
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By SYDNEY C. WINTON, New York Attorney 
Member of Hays, Wolf, Schwabacher, Sklar & Epstein 


New Difficulties for Estates— 


Evaluation of 


ih a Selry ei COl 


W : EN AN ES r \'] : ‘ onsists i 


and the stock d« 


es t have a readily 
able market, the executors inevitab 
perience considerable difficulties w 
estate tax 1 the one hand 

| 


ol determin 


trouble Some 
! 


longed ¢ 
1S usuall necessary lor he executors 
dispos¢ ot some ot the stock to meet the 


estate tax, as finally determined. Generally 


the only available purchaser for the stocl 
itself But, Sect 
rnal Revenue C« 


ation redeems its stock 


and in such 


redemption u 
im part ess iall equivalent 
bution ot a taxable dividend, 


distributed the exten 


with t probability 1 redemp 
part of the estate's *k may be 
as a taxable dividend. Congress 


meet this problem by enacting Sect 


1 Sec. 115 (g) (3) Redemption of stock to and succession taxes 
pay death taxes The provisions of this sub lected 
section shall not apply to such part of any 
amount so distributed with respect to stock the 
value of which is included in determining the tax purposes comprises more than 
value of gross estate of a decedent in accordance of the value of the 
with section 811, as is distributed after such dent 
decedent's death and within the period of The recent change from the requirement 
limitations for the assessment of estate tax the stock be more than 50 per cent of tl 
provided in section 874 (a) (determined without estate to the present requirement that 
the application of section 875) or within 90 days more than 35 per cent of the gross e 
after the expiration of such period, and as is been, to say the least, of very dublou 


not in excess of the estate, inheritance, legacy estates 


(including any 
as part of such taxes) imy 
of such decedent's death: Provided, 
of the stock in such corporati 


gross estate of 


204 March, 1953 @® TAXES—The Tax Magazine 





The Strict Interpretation of This 
Section by the Commissioner 


Forces Executors to Act at Their Peril 


Stock Under Section 115 (g 


veen the value of said 
of the decedent’s death 
not having elected the optional 
ration late n h net pro ad of said 


corp sale 


termined by the 


ubsequently be 


Section 115 (g) (3) 





gress in é1 


an attempt to 


ultimately 


fede ral excis¢ 


imposed 


the term 


sylvania passed 
| 


hain stores, 


he lease. 
unconstitt 


nnsylvania n¢ 


rn 


mina 


t1on 


ck redemptio1 
dividend, 

the 
the 


entially a 


made tacts 


time 


Heber Investment Company, 
Dec. 14,675(M) 4 TCM 755 (1945), 


court said (at page 759): 


March, 


rec iation shz 
ms known 


ich 
ich 


issioner, 
taxpayer. 


May 


This leaves executors where t 


to guess, at their own peril, 


mn in the cour 


1 


estate tax, or, alternatively, will 


abandon the contest o1 


1 the best 
before the statutory period 
redemption expires, 


possible, 
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Although the Commissioner’s ruling is 
harsh on taxpayers, a contrary ruling would 
probably have necessitated a considerable 
change in the administrative practice of his 
office in determining stock valuations, and 
might have required a great deal more care 
in determining valuations which would 
ultimately be sustained in the court. In 
the light of the current valuation practices 
in the Commissioner’s office, a ruling in 
favor of the taxpayer might seem to open 
up possibilities of tax savings for estates. 
Conceivably, executors might be encouraged 
to sell stock to their corporations at capital 
gains rates to pay an excessively high es- 
tate tax determined by the 
; and on the reduction by the 


erroneously 
Commissioner 
Commissioner’s erroneous deter- 
would receive the 
at capital gains rates for the use 
generally. 


] 
h 
th 


executors 
proce { ds 


of the estat 


Congressional Intent 


Yet it is believed that the loss of revenue 


is more theoretical than real. The adoption 
ict rule 


by the Commissioner as a 


matter effectively prevents most 


rs from selling stock to the corpora- 
that no taxable transaction giving 
traight income ever takes place. 
is simply to require executors 

the stock to third parties, 
taxable at rates. 


ngress in passing ectior 


capital gains 


l 


Implicit aiso in the above-quoted opinion 


the acting Commissioner is a ruling that 


any profit cn the redemption of additional 
stock to pay the income tax on the gain on 
redeemed* to pay 
would be taxable as 
income. Though this would seem 


stoc k 


death 


whicl ras 
which Was 
duties, 


straight 


to be within the literal wording of the stat- 
ute, it is submitted that a contrary ruling 
would have been more within the spirit. 


The above ruling stated that it would be 
of no force and effect to the extent that the 
regulations issued pursuant to Section 115 
(g) (3) were inconsistent. The proposed 
regulations under that section do not throw 
great light on the problem, but they would 
seem to indicate that the Commissioner still 
adheres to the views expressed in the above 
ruling. 


Proposed Section 29.115-9 (c) provides: 

“The total application of section 115 (g) 
(3) with respect to stock included in the 
gross estate of any decedent can never 
exceed the amount of the estate, inheritance, 
legacy, and succession taxes (including any 
interest collected as part of such taxes) im- 
posed because of the decedent’s death. 

“For the purpose of section 115 (g) (3), 
the Federal estate tax or any other estate, 
inheritance, legacy, or succession tax shall 
be ascertained after the allowance of any 
credit, relief, discount, refund, remission, or 
reduction of tax.” 


Conclusion 


The Commissioner seems definitely com- 
mitted to a policy of strict interpretations 
of Section 115 (g) (3) against the tax- 
payer. This is evidenced not only by the 
above ruling, but by the further provision of 
Section 29.115-9 (c) of the proposed regu- 
lations which would limit the amount of 
the deduction in connection with distribu- 
tions to any one stockholder to the amount 
that the impact of the estate tax (and in- 
terest) reduced the value of his share of the 
estate, It clear that further 
action of Congress will be necessary before 
the beneficient purpose behind Section 115 
(zg) (3) is fully realized by decedent’s 


' [The End] 


seems quite 


estates 


‘‘Government—sane and democratic government—is not some benefactor 
dispensing bounties from above. Government is 

the agency of the people themselves, to do through law and executive action 
the things the people want done and which cannot be done so well, 


sometimes not at all, by individuals 


acting alone or in private groups.'’—Val Peterson, ‘‘The States Move 
Forward,"’ State Government, January, 1953. 





See H. R. No. 2319, 8lst Cong., 2nd Sess., 


1950-2 CB 380, at pp. 427-428. 

® It will be recalled that one of the problems 
of the estate involved in the above ruling was 
that the stock had increased in value between 


Section 115 (g) (3) 


the redemption date and the valuation date, 
so that the estate was confronted with the 
problem of raising additional funds for the 
purpose of paying such tax. 
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The Use of the ‘‘Net Effect’’ 
Theory May Improperly Change 


Capital Gains into Dividends 


Double Taxation Under 


( subject 
discussion 
by 
Department, 
themsel 
and excessively 
been done about it. 
Action 


Kven worse, tne 


unabated 
seen hit to ap] 


a vel 


ix 
taken from 


holders. When 


Re venue 
poration 
be deemed 
Thus, the 
pound 
whethe 


dividend 
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Treasury Department 


rporate 

do not remotely 
adhered 
to be 


} 


sucn 


pressi 
into the c¢ 
years and years of 
without any final conclusion 
reached. We must all admit 


1 of situation, which is all too com 


mon in the federal income tax field, is 
for all 
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Section 115 (g 


By SOLOMON S. MANDELL 


Tax Counsel, 
Kalish, Rubinroit & Co. 
New York City 


mething is done about the double tax 
»blem, there seems to be no escape In 
4 > © 9418 p< 


fens uv. Quinlivan, 52-2 
the taxpayer owned all the stock ot 


UST« 
hio), 

orporation which she inherited from het 
Within three years of the death, 
felt that 


perating the 


isband. 
it was inadvisable to continue 
business. She was in a posi 

mn to sell the business to a buyer who was 
interested in eliminating it as a source ol 
ympetition and acquiring its goodwill, but 
who did not want to be subject to possible 
taxes attributable to the earned surplus of 
Although all the 


+ the transactions are not 


details 
clear, 
es appear that the taxpayer sold part of 
stock to the buyer and the balance to 
There 
that the taxpayer was disposing of her entire 
| cent stock interest in the 
It is apparent that 

ot need all the assets of the business, 
take with 
»r assets which would require a smaller 
which would not subject 
taxes 


€ col poration. 
entirely 


he corporation. was no question 


OU per corpora- 
also the buyer 


desired to over a business 
vestment, and 


n to subsequent based on a pre- 


sting surplus 


This type of transaction is quite common. 
has all the earmarks of a liquidation, in 
sense that the 100 per cent stockholder 
setting out entirely. The mechanics 
left to the attorneys, but the intent 
clear. It may be questioned whether 
ittorneys chose the best tax method to 
iplement the deal. For example, a com 
lete liquidation of the corporation and 
bsequent sale of the desired assets might 


} better. However, the 


1 
ive been actual 


Section 115 (g) 


technique used smacks so much of a liqui- 
that the 
Che real 
fault appears, rather, to lie with the United 
States Treasury Department and the dis- 


t that decided the case. 


understandable 
attorneys should have selected it 


dation that it is 


trict cour 


fo begin with, this case does not even 


remotely resemble the type of situation that 
was Section 
115 (g) was originally enacted. Here, the 
stockholder completely. 
Second, Section 115 (i) specifically defines 


envisaged by Congress when 


was getting out 
partial liquidation to include “a distribution 
by a corporation in complete cancellation or 
redemption of a part of its stock.” This 
point was not even mentioned in the deci 
sion of the court. Finally, Regulations 111, 
29.115-9 states, in part, that 


section 


“a can 
cellation or redemption by a corporation of 


all ot the stock of a particular shareholder, 


so that the shareholder ceases to be inter 


ested in the affairs of the corporation, does 


not effect a distribution of a taxable divi 
dend.” Why, then, did the Treasury at 
tack this distribution and why did the court 
approve the position of the 


partment? 


Treasury De 


Chey appeared to rely on the 


‘the ‘net effect’ of the 


fact that 
transaction was to 
withdraw the corporate earned surplus and 
pay it over to the plaintiff.” This always 
happens when there is a corporate liquida 
tion, yet we know that the 
liquidation is a capital gain. 


gain from a 
Such a test 1s 
theretore meaningless, even if 


correct 


the court is 
as to “the ‘net effect’ of the trans 

Further, the found that 
“Section 115 (c) is not here applicable be 
cause certainly there has been no complet« 
liquidation of the corporation and there has 
been no partial liquidation.” In reaching 
this conclusion, the court stated that: 


. ” 
action. court 


“There has been no_ substantial 
that the resulted in an exting 
uishment of a part of the Zenz Corporation 


oO! a 


pre Ot 
transactior 


contraction ot its operations or a 


busine SS 


shrinkage of its and no evidence 
whatever of a reduction in its capital. In 


other 


words, there is no 


proot oft a con 
traction of the operations of the corpora 
tion. The Court therefore that 
partial liquidation as section 
115 (c) is not involved.” 


concludes 
specified in 


The court appears to be adopting a new 
standard for a “partial liquidation.” This 
standard is not mentioned in Section 115 
(1) defining partial liquidation, and is en 
tirely in conflict with the regulations quoted 
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Mr. Mandell was an attorney with 
the Office of the Tax 

Legislative Counsel, United States 
Treasury Department, and lectured 
at the New York University 
Institute on Federal Taxation. 


above wl hn st - that “a complete cancel 


lation stock of a particular 


shareholder, hat the shareholder ceases 


to be interested in the 


affairs of the corpo 
We must, there 
first point, that “‘the 


was to with 


a dividend 
fore, conclude that the 
‘net effect’ of the 


ration” is not 


transaction 
draw the corporate eat 1ed surplus” was the 
deciding factor In tact, the 
vith approval a 


note d 


court cited 
yuple of cases in which it 
that “the ‘ne theory 
pounded and accepted 


Sec. 115 (g) ist 


To talk of “1 ffect” at th 
play with wor 
of the 


Cast ny 


> point is to 
Withis he framework 
statute an regulations the Zen 
olves ; ituati vhich smacks 
mucl 


more ota lt 1 ia 


It is the 


an a dividend 
that the court 
went too far in its conclusion, and that 


going too tal itl 


author’s 
lreasury Department is 
bringing cases ot this 


Doubk 


nowever, the | asut 


to permit the 


Status ol 


type into court 


When, 


Department refuses 


taxation ad enough 


second tax to tak on ft 


he 
a capital gain, i situation that 
is almost classically one of hquidation and 
deserving of capital gain tr« 
unwittingly be defeati: 
like this 


the ire of Congress, and 


tment, it may 


Situations 


will eventually ised to arouse 
ause earlie1 
attention to the problem ot e doublk tax 


l« 
1 


In terms of the 


revenus Si mall judicial 


victories may later be th 


Edenfield Case 


Although there 
Zenz case will be 


is no indication that 


app¢ ale d, a 


case which 


was just decided provides hope that eventu 
ally the approach of the district court will 


be judicially overruled. In Ray Edenfield, 
CCH Dec. 19,236, 19 TC —, No. 3 (1952), 
the facts were more favorable to the Com- 
missionet! Petitioner and his associates 
purchased all the outstanding stock of the 
Read House Company 


210 


pursuant to a con- 


March, 


1953 @ 


tract which provided that the seller must 
first sell almost half of its stock back to the 
corporation for $581,900 of notes secured 
by a second mortgage. Thus the contract 

as really for the purchase of the balance of 
the stock The 


contract also provided that 
25 per cent of the corporation’s profits were 
to be reserved and applied to the mortgagé 


debt, and that the buyer would put up his 
stock as security for the corporate payment 
ot the hus, the 


interest in the 


mortgage. seller had a 


continuing corporate earn 


ings, which was also for 
Under 


appeal Oo reason that tuturs 


the advantage of 


the buyer such circumstances, 
payments on 
account of the mortgage could be treated 


is 


a dividend to the purchaser 


During the taxable years, the corporation 
{ 


interest and princip< these notes 


e the . 
il nese pay 


‘ ‘ , 
Vhich the peti 
' 1 for 1, enrwat 
paid it th ne COorporatiol 
lax Court held that these 


to the petitioner as divi 


payments 
were not taxable 
dends under the provisions of Section 
(a) and (g) of the Internal Revenue C« 


Its opinion is based upon the 


| 
position tnat 


“It requires no citation of authorities tha 


such would be 
if the 


taxable 
payments 


income to petitione! 


were made to discharge 


his indebtedness. We think, however, 


that 

it is entirely clear that the indebtedness was 
he indebtedness of petit ner and his two 

ssociates and never was their indebte 


1 


would 


> case if ti 
Che Commissioner 
t tax the sel | 
not seem reasonabl 


| 
iG 


7 
out complete ly, coul 


The Edenfield cas 
difficult to decide thar 
least there seems to be mk 
and | can 
position Phe 


ways, find 


tacts of the 


support 
Zen 

ever, seem to me to very clearly favor 

taxpayer, making the conclusion in favor 
the government that much more 
comprehend. In view of the decision in the 
Edenfield case, I have hope that the Zenz 
doctrine eventually be 


the courts and thus laid to rest. 


difficult t 


will overruled by 


[The End] 
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Unused Excess Profits Credits— 
Remedial Proposals 


By GEORGE V. KRACHT, CPA 
Meech, Harmon, Lytle and Blackmore 
New York City 


provisions, aS now 


TH excess profit 

enacted into the Code, 
| 
! 


take ordinarily 30 cents out of every do 


Revenus 

, 

I lal 

rporate income earned by a 
30, 1950, anc 


taxpayel 


accidents 


income 
és - 
excess pre 


onts taxX pe 


hings the Mts tax 


now enacted, fail to do 


to understand clearly this situ 


it is first necessary to review briefly 


Here Is a Statutory Formula 
Which Will Eliminate, 


at Little Cost, Accidental Inequities 


as 


Initial and Terminal Year Tax Computations 


The effective 


he excess profits 


1950: the terminal 


June 30, 1953 


applies 


only to 


and above the credit 


measure of “normal” 


30 1950 


the days (« 
ars whicl fell within and witt 1 he x 
pronts tax period 


Had this 
us d 


1OusS CGiScriminations in tax 


done 
out of 
ie accidents of the corporate 


would have be en avoided 





* This phrase is used here and hereafter as a 
synonym for the technical phrase ‘adjusted 
excess profits net income computed without 


Unused Excess Profits Credits 


regard to the 
adjustment.’ 


unused 


excess 


profits credit 
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However, another method chosen 
This compute a tentative 
tax at the rate of 30 per cent on the income 
for the whole year; and then compute the 
tax due on the basis of the portion of the 
tentative tax that the number of days with 
in the excess profits tax period bears to the 


total number of days of such year. 


Was 


method was to 


This method would, of course, have 


duced 


pro 


exactly the same tax result as the 
method of apportioning income and credits, 
except for the operation of the “unused excess 
profits credit adjustment” provision. The ex 


ception is important. 


Unused Excess Profits Credit Adjustment 


The profits” 
is, of course, the taxpayer's fiscal year. In 
come earned in any 
Statutory 


unit tor measuring “excess 


year, in excess of the 
measure of normal inzome, is 
ordinarily subject to the tax of 30 per cent, 
provided within 


statu 


that it is income earned 


the excess profits tax period Phis 


normal income is termed 


“the excess profits credit.” 


tory measure oO! 


It will be 


else, 


recognized that, with nothing 


serious injustices would occur as a 
result of the rise and fall of annual incomes 
with reference to the credit 
cess profits tax period. Thus, in one year, 
a corporation might have $1,000,000 of ex- 
cess profits subject to the tax, and in the 
following year, might have what 


termed an “excess profits loss” 


within the ex 


may be 
(that is, an 
excess of the credit over the excess profits 
net income) of the 
first 


same amount If the 


year fell wholly within the excess 


profits tax period, such a corporation, with 
out any 


other provision oft law, would be 
liable for an excess profits tax of $300,000, 
even earned no 
in the two-year period. 
prohts 


tempt 


though it excess profits 
The unused excess 
credit provisions represent an at 
although far from an adequate at 
tempt—to mitigate the harshness of inequities 
of this kind. They provide, in effect, that 
what we have termed, for purposes of con- 
venience, an “excess profits loss” can be 
used to offset excess profits for the preced- 
ing year; and if anything is left over, this 
amount can be applied against excess profits 
for the five succeeding years. Actually, of 
course, unless the excess profits tax is ex 
tended, the maximum number of years of ex 
cess profits tax, barring very exceptional cases, 
would be four; and the maximum carry-over 
would be than five 


three years, rather 


In the drafting of this 
problem of dealing with the initial and ter 


212 March, 


provision, the 
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] 


minal years, which straddled the dates of 


June 30, 1950, and July 1, 1953, respectively, 
was considered. The statute therefore 
makes two exceptions to the general rule 
that an “excess profits loss” for any year 
of the excess profits period (whether partly 
or wholly within that period) can be car 
ried back one year or carried forward five 
years. 
Since the initial taxable year 
most taxpayers, prior to the 


began, 
effective date 
of the tax, it was felt that it would be im 
proper to allow the entire 
loss” of that year to offset profits of a veat 
wholly within the 
Consequently, the 


“a — G 
excess prohts 


excess profits tax pe 

Statute 
c Ld 

that only that portion of the “excess profit 

loss” of the 


riod. provide 


which attribut 


able to operations within the excess 


first year 


Was 
pront 
excess pront S 
. le ] 
a caiendal 


period, can be used to offset 
of the subsequent years. s| hus, 
year taxpayer with an excess profits tax net 
1950 of $1,000,000 and a 
of $1,500,000 could use 

ot the “excess profits loss” of 
offset profits, it 
ing years. 


income in credit 


about one half 
$500,000 to 


1€ fe yllow 


only 


1 
excess any, OT tl 


Similarly, since the terminal year of most 
taxpayers will straddle June 30, 1953, the 
statute provides that only that portion of 
an “excess profits loss” for this year which 
was sustained prior to July 1, 1953, can be 
used to offset excess profits, if any, of the 


prior vear. 


These provisions are, no doubt, entirely 
logical and proper. They conform to the 
fundamental concept of the act only 
excess profits earned within the excess prof 
its period are subject to the tax, and, hence, 
that only 


that 


“excess profits losses” 
within the same period should be 
to offset them. 


sustained 


allowed 


gut, granted the propriety of this prov 
$10Nn, considerations of 
to dictate that the correlative adjustment 
would also be logical and proper. We r¢ 
fer here, first, to the application of the wm 
used 


equity would 


seen 


excess profits credit carry-over t 
excess profits of a fiscal year which strad 
dles June 30, 1953, and, second, to the appli 
cation of an unused excess profits credit t 
excess profits of a fi ar which 


Tuly 1, 1950. 
With 


statute, as stated, provides that an 


straddle 
respect to the terminal vear, 
unused 
credit for that year must be reduced, before 
it can offset profits of the prior 
year, to an amount equal to that of the loss 
sustained before July 1, 1953. 
in offsetting excess profits of the 


excess 


However, 
terminal 
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vear with the “accrued” unused credit ad- 
justment originating wholly within the ex- 
‘ess profits tax period, the entire amount 
is applied against excess profits for the en- 
tire year, whether such excess profits were 
earned within or without the period 
Che result of this will be 


specifically illustrated, is that for a corpo- 


treatment, as 


tion with a fiscal year ending on March 
the “excess profits tax loss” 


ra 
3] 


carry-over 


to the terminal year is only 25 per cent ef- 
fective, and to corporations with fiscal years 


ending on December 31 and September 30, 


nly 50 per and 


cent 75 per cent effective, 


the 
taxation, a 
prevails, except that the 
statute permits the unapplied portion of the 
loss to be But if the 
excess 
value 
find 


a carry-back to 


initial ye excess profits 


similar situation 


carried forward 
further 
forward is of no 


will doubtless 


this situation. 


tax- 
profits, the 
Many tax- 
themselves in 


payer has no 
Carry 


payers 


To illustrate how the law works, let us 


assume a taxpayer, on 


with 


a calendar 

pronts for the 

$1,000,000, only one half of which, accord 
| ] 


usual 


vear basis, 


excess entire vear of 


statutory measure, was 
It has an unused excess 
$600,000 in 1951, which 
sufficient to extinguish this 
$100,000 for 


However, the 


he tax 

credit of 

hould be tax, 
leave subsequent years 


law works in this manner 


Excess Profits 1950 
Uni sed ( 195] 


$1,000,000 
redit 600,000 


400,000 
120,000 
60,000 


Adjusted k P N 
Tentative 


Tax 


Tax 
Liability (approximate) 
Over to 1952-1953 


One I alt or $600,000 or 


Carry 


300,000 


If excess profits of $300,000 or 


rned in 1952, no 


more aré 

If they 
than 
he carry-ove1 
is diminished, for reasons previously stated 


injustice is done 
1953, and are 


$300,000 in 1952, the effect oi 


are earned in less 


\ similarly situated taxpayer with a fiscal 
year ending on September 30, but 
income earned after June 
30, 1950 (computed in the usual apportion- 
ment manner), would fare 


with 
exactly the 


Same 
even worse, un 
less it has sufficient income in subsequent 
to sponge up the statutory residue of 
the carry-back allowed as a carry-ove1 


years, 


It is recognized that this method of deal- 
ing with an unused credit carry-back to the 
first taxable year is an outgrowth of the 


manner of computing the tax. However, it 


Unused Excess Profits Credits 


would have been possible to provide for an 
adjustment of the carry-back so that all tax- 
payers, irrespective of the fiscal years on 
which they operate, would have received 
the same treatment. Now, it is too late to 
unscramble the egg in this manner. Be- 
the difficulties of tampering with 
provisions that have been enacted for sev- 
eral years, it is necessary, if equity is to be 


cause of 


done, to devise means of adjustment within 
the present framework of the law 


Terminal Year Inequities 


Let us assume four corporate taxpayers, 
with fiscal years ending on July 31, Sep 
30, December 31 and March 31, have 
the same income and credit for 


tembe1 
each excess 
profits taxable year as noted below 


Excess Profits and Credits fo1 


k xcess 
Profits 
Credit 
$2,000,000 
2,000,000 
2,000,000 
2,000,000 


Excess 
Profits 
cet Incom«e 
$5,000,000 
1,500,000 
1,700,000 
5,000,000 


Taxable \ Cal 
First 

Second 
Third 

Fourth 


It will be observed that the excess profits 
of each corporation falling within the excess 
profits tax period are exactly the same, inas- 
much as the days of the first year before 
July 1, 1950, plus the days of the fourth year 
after June 30, 1953, equal one year, and the 
incomes for both those years are 

Now, despite the 
profits tax 


the same. 
facts that the excess 
incomes of each corporation 
earned within the excess profits tax period 
are the same, and that there is no unapplied 
unused excess 


pronts 


profits credit, the 
the 


excess 


taxes of corporations are as 


follows 
Fiscal vear ended July 31 
Fiscal year ended September 30 
Fiscal year ended December 31 
Fiscal year ended March 31 
(See Examples 1 and 1(a) on pages 214 
215 for the details of these computations. ) 


$678,954 
710,625 
742,500 


755,625 


A taxpayer with a fiscal year beginning 
on July 1 and with the same income earned 
within the excess profits tax period, would 
have paid a tax of $660,000 
to its last would 100 
per The tabulation below 
Example l(a) on page 215 shows that the 
excess of taxes over $660,000 payable by the 
assumed 


Its Ccarry-ovel 


fiscal 


year have been 


cent effective. 


taxpayers originates solely in the 
effectiveness of the 


carry-over to 


relative unused credit 


the terminal ye: 


purposes 





EXAMPLE 1 


Computation of Excess Profits Tax Under Present Law Showing Differing Effectiveness 
of Unused Excess Profits Carry-Over to Terminal Taxable Year of Excess 


Profits Tax Periods * 


| axable 
Year 

Ended 

July 31 
1950 
1951 
1952 
1953 


From 1951 
1952 


veptember 
70 
1950 
1951 
1952 
1953 


§ From 1951 


1952 


December 
31 
1950 
1951 
1952 
1953 


t From 


Varch 31 
1951 
1952 
1953 
1954 


t From 1951 
1952 


Se AS ee 


$5,000,000 
1,500,060 
1,700,000 
5,000,000 


500,000 


5,000,000 
500,000 
700,000 

5,000,000 


500,000 


5,000,000 
500,000 
700,000 

5,000,000 


500,000 


5,000,000 
500,000 
700,000 

5,000,000 


500,000 


Credit 


$2,000,000 
2,000,000 
2,000,000 
2,000,000 


2,000,000 
2,000,000 
2,000,000 
2,000,000 


2,000,000 
2,000,000 
2,000,000 
2,000,000 


2,000,000 
2,000,000 
2,000,000 
2,000,000 


Adjusted 
E. P.N.I. 
Sefore 
Unused 
Credit Adjt. 


$3,000,000 
(500,000) 
(300,000) 

3,000,000 


458,333 
300,000 
758,333 


3,000,000 
500,000) 
300,000) 

3,000,000 


375,000 
300,000 
675,000 


3,000,000 
(500,000 ) 
(300,000) 

3,000,000 


250,000 
300,000 


550,000 


3,000,000 
(500,000) 
(300,000) 

3,000,000 


125,000 
300,000 
425,000 


Unused 
Credit 
Adjt. 


Adjusted 
EF. f. 


$500,000 $2,500,000 


758,333% 2,241,667 


500,000 2,500,000 


675,000§ 2,325,000 


500,000 2,500,000 


550,000+ 2,450,000 


500,000 500,000 


425,000$ 2,575,000 


Tax 
(See 


Ex. 1(a)) 


$ 62,500 


616,454 


$678,954 


187,500 


523,125 


$710,625 


I/O 


000 


367,500 


$742,500 


* The last excess profits tax year of a taxpayer with a taxable year ending on June 
30 is, of course, wholly within the excess profits tax period, so that it automatically 
gets the full benefit of any carry-over to that year. 


March, 
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EXAMPLE 1 (a) 
Computation of Tax 
(All computations are approximate because made on “monthly” rather 
than “daily” basis) 
Taxable Year Ended July 31 
1950 
Adjusted E. P. N. I. 
Tentative Tax 
Tax—1/12th 
1953 
Adjusted E. P. 
Tentative Tax 
Tax—11/12ths 
Taxable 
1950 
Adjusted E. P. N. I. 
Tentative Tax 
Tax—3/12ths 
1953 
Adjusted E P 
Tentative Tax 
Tax—9/12ths 
Taxable 
1950 
Adjusted E. P. N. I 
Tentative Tax 
Tax—6/12ths 
1953 
Adjusted E. P 
Tentative Ta» 
Tax—6/12ths 
Taxable Year Ended March 31 
1950 
Adjusted E. P. N. I. 
Tentative Tax 
Tax—9/12ths 
1953 
Adjusted E, P. 
Tentative Tax 
Tax—3/12ths 


500,000 
750,000 
$ 62,500 


2,241,667 
672,500 
616,454 
Year I:nded September 30 
500,000 
750,000 
187,500 


325,000 
697 500 


Year k:nded December 31 


500,000 
750,000 


450,000 
735,000 
367 500 


500,000 
750,000 
562,500 


193,125 


Differenc c 
in Tax at 
30 Per ( ‘ent 
$18,954 
50,625 
82,500 
95,625 


Unused Credit 
Adjustment 


Per ( ent 
Ineffective 
$758,333 84 

675,000 25 168,750 

550,000 50 275,000 

425,000 75 319,750 


Amount 
Ineffective 
$ 63,194 


Tax Year Ended 
July 31 
September 30 
December 31 
March 31 


manifest inequity should be cor- of the law, depend on the year in which it 
unless the excess profits tax provi- is utilized. 


> extended. It should be noted, however, that a corpo 


ration with an unused credit in the second 
taxable year is not likely to run into excess 
profits in a subsequent year; or, at least, the 
indicated excess profits pattern will not be 
an uncommon one 


Initial Year Inequities 


The tax differentials originating in carry- 
backs to the initial year as between corpo- 
rations with varying fiscal years, depend, as 


stated above, on whether the residue of the This being so, we may safely assume that 


carry-ove! subsequent years can be uti- many corporations with a 


lized; and, also, under present provisions 


Unused Excess Profits Credits 


carry-back of 
an unused credit to the first taxable year 
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are likely to lose that portion of the credit 
which is allowed as a carry-over. Some 
who do not lose it entirely, will find its tax 
effect watered down in its application to 
the terminal taxable year. 

Any attempt to illustrate all these tax 
contingencies is impossible. All that can 
be done is to disclose the tax differential on 
the basis of an excess profits pattern, quite 
likely to be recurring, which precludes any 
tax effect for the part of the unused credit 
of the second taxable year that is allowed 
aS a Carry-over. 


Assume four corporations, with 


vears ending on June 20, 


Septemb 


EXAMPLE 2 


Computation of Excess Profits Tax Under Present Law Showing Differing 
of Unused Excess Profits Carry-Back to Initial Taxable Year of Excess 


Profits Tax Periods * 


laxable 
Year 
Ended 
September 
30 
1950 
1951 


$8,000,000 $2,000,000 
1,500,000 2,000,000 
1952 1,900,000 2,000,000 
1953 1,866,667 2,000,000 
From 1951 500,000 «x 9/12 


1952 


Income Il 
1950 
195] 
1952 


1953 


ithin E.P. Period on 
2,000,000 
1,500,000 
1,900,000 
1,400,000 


500,000 
2,000,000 
2,000,000 
1,500,000 


6,800,000 6,000,000 
dD é ember 
3] 

1950 
1951 
1952 
1953 
§From 1951 

1952 


5,000,000 2.000.000 
1,500,000 2,000,000 
1,900,000 2,000,000 
1,800,000 2,000,000 
500,000 «x 6/12 


Unused 


Credit Adjt 


$6,000,000 


3,000,000 


December 31 and March 31, with incomes 
for the first taxable year that will give ex- 
cess profits earned after June 30, of the 
same amount—say $1,500,000. Assume that 
each corporation had an unused credit in 
taxable year of $500,000; and 
thereafter had no excess profits. The excess 
profits taxes of each would be as follows: 
Fiscal Year Ended 
September 30 
December 31 
March 3] 
June 30 


the second 


Excess Profits Tax 
$401,188 
375,000 
337,500 
300,000 

(See Examples 2 and 2 (a) for cor 


tations.) 


Effectiveness 


Adjusted 


P.N.I 
Before 
4 


Unusse d 
Credit Adjusted 


Ady. E.P.N.] 


$500,000 $5,500,000 
500,000) 
100,000) 
(133,333) 
375,000 
100,000 


475 000% 


475,000 


Vonthly Basi 


500,000 
500,000) 
100,000) 
100,000 ) 


800,000 


500,000 2,500,000 375.000 
500,000 ) 
100,000) 


200,000) 


250,000 
100,009 


(350.000)8 


350,000 


* The initial excess profits tax year of a taxpayer with a taxable year ending on 
June 30 is, of course, wholly within the excess profits tax period, so that it automatically 
gets the full benefit of any carry-back to that year. 
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EXAMPLE 2 (Continued) 


Adjusted 
OE ae Unused Tax 
Taxabl Before Credit Adjusted (See 


Year Unused Adjt E.P.N.I. Ex. 2(a)) 
Ended EP. Nd. Credit Credit Adjt 


Income \Vithin E.P. Period on Monthly Basis 
1950 $2,500,000 $1,000,000 $1,500,000 
195] 1,500,000 2,000,000 (500,000 ) 
1952 1,900,000 2,000,000 (100,000) 
1953 900,000 1,000,000 (100,000) 


6,800,000 6,000,000 800,000 


Va h 
3] 
195] 4,000,000 2,000,000 2,000,000 $500,0007 $1,500,000 
1952 1,500,000 2,000,000 (500,000) 
1953 1,900,000 2,000,000 (100,000) 
1954 1,600,000 2,000,000 (400,000 ) 


$337,500 


rom 1951 500,000 x 3/12 125,000 
1952 100,000 


225,000 


yne Within E.P. Period on Monthly Basis 
1951 3,000,000 1,500,000 1,500,000 
1952 1,500,000 2,000,000 (500,000) 
1953 1,900,000 2,000,000 (100,000) 
1954 400,000 500,000 (100,000) 

6,800,000 6,000,000 


800,000 


EXAMPLE 2(a) 


Computation of Tax 


(All computations are approximate because made on “monthly” rather than “daily 


Taxable Y ear Taxable Y ear 
Ended September 30 Ended December 31 
Adjusted E. P. N. | $5,500,000 Adjusted E. P. N. I 
‘omputation 
Under Section 430(a) (1) 
Tentative Tax 1,650,000 
Tax—3/12ths 412.500 Taxable Year 
omputation Ended March 31 
Under Section 430(a) (2) Adjusted E. P. N. I 1,500,000 
Excess Profts Net Income 8,000,000 Tentative Tax 450,000 
[ax at 62 per cent 4,960,000 Taxable—9/12ths 337,500 
Normal and Surtax 3,355,250 


2,500,000 
Tentative Tax 750,000 
Tax—6/12ths 375,000 


Tentative Tax 1,604,750 
Taxable—3/12ths $ 401,188 


Unused Excess Profits Credits 





These differences in tax arise solely out of 
the operation of the unused excess profits 
credit provisions of the statute. 


If it be granted that there is no inherent 
reason why one of these corporations should 
pay more 1950 tax (and under the assumed 
conditions, more excess profits tax for the 
entire excess profits period) than the other, 
then manifest inequities are created by the 
present statute. That there can be no such 
inherent reason is proven by the fact that, 
except for the unused credit carry-back, the 
taxes of each corporation would be the same 

As has indicated, the earning of 
excess profits in the third, and with qualif 
cations, in the fourth taxable year would 
tend to lessen the differentials shown above. 
Sut surely a tax statute which leaves tax 
payers, otherwise similarly circumstanced, 
exposed to the chill winds of such acci- 
dents, is not equitable in its effects. In fact, 
a grave question exists whether such a tax 
could be judicially sustained, in the face of 
its discrimination against taxpayers solely 
the fiscal year on which they 
operate—particularly since the fiscal year ts 
not recognized as proper ground for discrim 
ination in the computation of the tax, where 
no unused credit carry-back ts involved 


been 


because of 


One-Year Carry-Back Provision 


Hitherto, we have been dealing with tax 
discrimination between corporate taxpayers 
that arises out of the provisions of the 
statute that cover the carry-over to terminal 
taxable years which straddle June 30, 1953, 
and with the carry-back to 
which straddle July 1, 1950. 


initial years 

There is, however, another source of dis- 
crimination between taxpayers operating on 
different fiscal years that originates in the 
limitation of the carry-back to one year. 
It covers chiefly the carry-back of an un- 
used credit from the terminal “fractional” 
vears of the excess profits tax period. 

A corporation with a 
ning on July 


fiscal year begin- 
1, is fully protected by the 


one-year carry-back, excepting only where 
it has an unused credit in its third taxable 
year which exceeds its excess profits in its 
second taxable year. Otherwise (disregard 
ing complications that may arise because of 
the denial of the net operating loss deduc- 
tion in the computation of the unused 
credit) only the sum of its excess profits 
over the entire excess profits tax period is 
subject to tax. 

Calendar- and other fiscal-year taxpayers, 
with their four taxable years beginning or 
ending within the excess profits tax period 
are not so fortunate. 

In order 
taxpayer 


to illustrate this, let us take a 
with a fiscal year beginning on 
July 1 with the following excess profits a1 
unused credits 


July 1-June 30, 1951 


July 1-June 30, 1952 
July 1-June 30, 1953 


$4,500 M excess profits 
2,250 M excess pronts 
(750 M) unused credit 


The excess profits tax of such a corpora 
tion would be 30 per cent of its excess profits 
for the period ($6,000 M) or $1,800,000 

Now, let us take a calendar-year taxpayer: 
which has annual excess profits apportioned 
on a monthly basis of exactly the same as 
the July-June fiscal year taxpayer. The in 
come pattern of such a corporation is illus 
trated at the bottom of this page. 

The tax of this corporation 
approximately $1,950,000, even though its 
excess profits for each year of the excess 
profits tax period, are 


would be 


precisely the same 
as those of the July-June fiscal-year tax 
payer. 

The differential against the calendar-year 
taxpayer arises out of the limitation of its 
1953 carry-back to one year. As a result 
of this, the taxpayer loses $500,000 of his 
unused excess profits credit for 1953 

A still greater differential is produced 
against the taxpayer with a fiscal year end 
ing on March 31, but otherwise similarly 
circumstanced, as the computation at the 
top of the facing page discloses 


A pportioned to fiscal years ending 


Y ear 
1950 
1951 
1952 
1953 


Excess Profits 
$5,000 M 
4,000 M 
500 M 

(2,000 M ) 


4,500 M 


6/30/51 6 
2,500 M 
2,000 M 


30/52 6/30/53 
2,000 M 
250 M 250 M 


(1,000 M ) 





2,250 M 


(750 M) 
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Year Ended 
3/31 
1951 
1952 
1953 


1954 


Excess Profits 
$5,037.2 
2,88 
333.3 
(4,000) 


Totals 


A pportioned to fiscal vears ending 
6/30/51 
3,777.9 

722.1 


6/30/52 6/30/53 


2,166.7 
83.3 250 
(1,000) 





4,500 


(750) 


(RRR RS a Tm AE te SER ARE EEN SNA SAA TSS ASAIN TT TT TS 


The tax of this taxpayer will be approxi- 
mately: 
$5,037.2 at 30 per cent at 75 per cent 


2,888.8 at 30 per cent 


$1,133,336 
866,664 


$2,000,000 


The tax differential of $200,000 against 
this taxpayer because of his fiscal year is 
due, of course, to the loss of $666.7 M of 
unused credit at 30 per cent 


Possibly it may be objected that these 
illustrative examples are created, so to speak, 
in a vacuum, that they do not necessarily 
bear any resemblance to probable 
profits” patterns that will and that 
patterns for, say, the calendar-year 
taxpayer would produce a different tax result, 
even though the other conditions of the 
examples have been met. 


“excess 
arise, 
ot het 


This may be true, although other patterns 
of income that conform to the conditions 
likely to produce greater differentials 
taxpayers rather than More- 
over, so long as the unused credit for the 
third year of the income pattern 
(that of a July-June taxpayer) is less than 
the excess profits of the second year, other 
taxpayers, with income patterns along the 
same lines, will, in all likelihood, be affected 
adversely, 


are 
among less. 


basic 


This alone is sufficient to warrant amend 
ment of the provisions of the statute, for, 
be it the method by which 
incomes have been apportioned to the vari- 
periods involved, has firm statutory 
sanction. It is the method prescribed by the 
statute for the computation of excess profits 
net income for month of the base 
period. And, except for the one-year carry- 
back limitation, the excess profits tax of all 
these corporations would be the same. It is 
that limitation, and nothing else, that creates 
the adverse tax differentials 


ine 


remembered, 


ous 


each 


Proposed Remedies 
The 


spect 


of the situation with re- 


to the carry-over of an unused credit 


correction 


Unused Excess Profits Credits 


to the terminal year of the excess profits 
tax period (other than when such year ends 
on June 30 can be accomplished by re 
pealing Section 430 (c) of the Code (with 
respect to the computation of the tax for 
taxable years beginning before July 1, 1953, 
and ending after June 30, 1953), and by 
amending the definition of “adjusted excess 
profits net prescribed by Section 
431 of the Code, so that only excess profits 
earned prior to June 30, 1953, adjusted for 
any unused excess profits credit carry-over, 


income” 


are subject to the tax. 


The correction of the situation involving 
carry-backs to the first taxable year is more 
complicated. The portion of the unused 
credit disallowed, in effect, as a carry-back 
to that year, is properly applicable, under 
the formula of the statute, only to taxable 
years wholly within the excess profits tax 
period. Doubtless a law could be drafted 
which would permit the unused portion of 
that carry-over at the termination the 
excess profits period, adjusted as required, 
to be carried back to 1950. But such a 
provision, in order to do equity to all simi 
larly circumstanced 


of 


taxpayers, would nave 
to do violence to the present statute by 
providing, in effect, that “residues” 
of the unused credit of the second taxable 
year, allowed carry-over, should be 
applied only after all other unused credits 
available under the statute have ap- 
plied. Then the unused carry-over so al 
lowed as a carry-back to 1950 would have 
to be adjusted to the type of fiscal year on 
which the taxpayer operates. 


those 
as a 


been 


The complexities of such a provision, re- 
quired in order to remedy a discriminatory 
situation created by the present provisions, 
are obvious. 

Because of the ad- 
verse differentials created by the one-year 


this, and because of 


carry-back limitation, it is pertinent to in 
quire into the possibility of an amendment 
to the that will, in effect, tax as 
excess profits only the excess profits ac- 


Statute 


tually earned within the excess profits tax 
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period, subject, perhaps, to the exclusion of 
net operating loss deductions from the com- 
putation. 


The cost to the government of such an 
amendment is likely to be much less than 
would be thought at first glance. 


However, 
before discussing 


Lad ” . 
cost,” let us examine 
briefly the grounds, other than those previ- 
ously cited, for such an amendment. 


The excess profits tax is, of course, an 
emergency measure, imposing taxes that 
ordinarily are not justifiable. Congress has 
recognized this by giving serious considera- 
tion to the computation of the credit by 
which the “excess profits” are measured 
It has adopted many relief provisions—for 
certain corporations that can qualify under 
the growth provisions, for taxpayers with 
abnormalities during the base period, for 
corporations which changed their products 
or services, for corporations with an increase 
in capacity for production or operation; for 
new corporations, for depressed industry 
subgroups, for corporations which were in 
a state of transition from war production, 
for corporations which suffered base period 
catastrophies, for newspaper publishers which 
consolidated operations, and for television 
broadcasting companies. 


With all this attention directed to special 
classes of taxpayers, the quite ordinary situ- 
ation of taxpayers who are subject to excess 
profits tax, even though they earned no 
profits within the excess profits 
period, has been neglected. 


excess 


Yet the excess profits tax period is a 
short one. It spans only three complete 
taxable years of 12 months each. Except in 
very unusual cases, it comprises only four 
taxable years, two of them partly within 
and partly without the 
period. 


Under these circumstances, and keeping 
in mind the harsh features of the law, the 
question may well be raised: 


excess profits tax 


Is it equitable or sound for the govern- 
ment to impose excess profits taxes on a 
corporation which over a full three-year 
period, fails to earn excess profits? Should 
the excess profits tax liability, given so 
short a period, be dependent upon the acci- 
dents of the distribution of income in excess 
of “normal” within that period? 


The one-year carry-back, five-year carry- 
forward allowed by statute for the unused 
credit conform, in this respect, to the net 
operating loss deduction provisions. There 
is no inherent reason for this conformity. 
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The net operating loss deduction provisions 
as the computation has 
been modified for excess profits tax pur 


(except, of course, 


poses) are part of a continuing scheme of 
taxation. Over any long period, the pro- 
visions doubtless do justice to most 
payers. They uniformly on all 
taxpayers, irrespective of 
year of operations. 


tax- 
operate 
their particular 
Net operating loss de- 
ductions, it is true, may be lost to taxpayers 
if there is no income 


within a six-yeat 


period (one before—five 
them up 


circumstances. 


year years after) 


to sponge but only under these 


Considerations such as these do not hold 
with respect to unused excess profits credit 
“deductions.” All corporations, with minor 
exceptions, have, as the law now stands, only 
three full years of excess profits—or two 
full years, and two part years equal to a full 
year. To attempt to fit a one-year carry 
back, and a five-year carry-forward provision 
into this period, and do justice to taxpayers, 
is, Of course, impossible. Apart 
remedying defects 
in the present provisions of the law, wider 


from the 
imperative necessity of 


considerations urge that the pertinent pro 
visions of the Code be amended so that 
they will conform, justly, to the r« 
of the excess profits tax period. 


lit 
1t1esS 


Such an amendment could be made within 
ie present framework of the unused excess 
profits credit provisions of the statute, by 
adding to Section 432 a 
which would 


1 


t] 


new paragraph 
effect, that the 
unused excess profits credit carry-over, if 


hy 


provide, in 


any, to a taxable year beginning before July 
1, 1953, and ending after June 30, 1953, plus 
the unused credit for such taxable year, or 
minus the adjusted excess profits net income 
for such year (computed without regard to 
any carry-over), can be used as a carry 
back to preceding years of the excess profits 
tax period beginning with the first preceding 
vear. If there were no carry-over to the 
above mentioned final year of the 
profits tax period, then the unused credit 
for such final year should be allowed as a 
carry-back. 


excess 


Such an 
previously 
tion 431 
justed 


amendment, in 
mentioned 


addition to the 
amendment of Sec 
(relating to the definition of ad 
excess profits net income), would 
have the effect of ensuring that only excess 
profits earned within the excess profits tax 
period would be taxed as such—excepting 
only in these cases where there is a “special” 
carry-back to a taxable year that straddles 
July 1, 1950. In these cases, complete equity 
would require that the carry-back to such 
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suld be 


year sh adjusted by multiplying it 


by the 
and dividing it by the number of days in 


such year subsequent to June 30, 1950. 


The loss in revenue of such an amendment 
would actually be much less than might be 
thought at first glance. This follows from 
fact that a taxpayer with a carry-over 
to a taxable year beginning before July 1, 
1953, and ending after June 30, 1953 (dis 
regarding taxpayers with fractional years) 
will have no profits in 

‘cond or its third taxable year. 

Thus the effect of the proposed provision 
would be limited as follows 


the 


excess either its 


1) Taxpayers with over to the 
would be 
that carry-over, less any 
excess profits earned in the last taxable year 
Prior to June 30, to excess profits of the first 


taxable year. | 


Carry 


last taxable 


year of the period 


all wed to apply 


As stated, there would be no 


excess profits in the intervening years if a 


Ca over exists.) 


2) Taxpayers with an unused credit in 
last taxable based on the income 
the credit computed for the period 
30, would be allowed to carry 
back to 1951 or, if need be, 1950. 
Now, with respect 
the 


year, 
prior 
to June thi 


S 


to (2), 


adve rse 


previous con- 
differentials 


siderations of tax 


THREE FOURTHS OF FEDERAL 


The federal government diverts three 
fourths of the receipts from its auto- 
mobile-user taxes to purposes other 
than road building, according to mate 
rial gathered by the Public 
Works Committee. A of the 


committee showed that: 


House 
report 


“Collections from taxes obtained by 
the Federal from auto- 
mobile users during the recent calen- 
dar years have been 


1947 
1948 
1949 
1950 
1951 


1952 


“The sources of 
$2,000,000,000 
1952 from 
follows: 


Government 


$1,142,677,458 
1,279,282,933 
1,392,418,115 
1,607,954,417 
1,699,774,267 
2,100,066,213 


the 


taxes 


more than 
collected 


users 


in in 


automobile were as 

“From the 2-cents-a-gallon 
tax 
the 


Diesel fi 


Federal 
$851,538,071: 
Federal 
$14,682,785; 


on gasoline, 


from 
2-cents-a-gallon 


el, 


tax 
trom 


on 


the 


Unused Excess Profits Credits 


number of days in the taxable year 


created with respect to most taxpayers by 
the one-year limitation on the carry-back of 
this year, lend to the proposed revision an 
urgency that makes consideration of it im- 
perative. Moreover, these special “carry- 
back” credits would be, for the most part, 
one-half year credits, which would be ab- 
sorbed against the full year’s profits of the 
preceding year, under present provisions oi 
the Code. 


Thus, the cost of the proposed amend 
ment, over and abi that required in order 
to remedy the inequities cited, would be con 
fined to the cost of allowing the carry-ove: 
to the last taxable year, the excess 
profits for that year, if any, as a carry-back 
to the first taxable year. 


Oar ea 


ve 


less 


In estimating the cost of this, it must be 
remembered that a substantial part of this 
carry-over may well consist of the residue 
of the carry-over from 1951, after applica- 
tion to 1950, that should, in be 


equity, 
adjusted under any consideration. 


There is, of course, no way of estimating 
at this time what the carry-overs of unused 
credits to 1953 will be. A large portion may 
well be absorbed by 1953 excess profits. The 
balance should not be so large as to extin- 
guish the considerations of equity to tax 


payers that should prevail [The End] 


ROAD-USER TAXES DIVERTED 


6-cents-a-gallon tax on lubricating 
oils, $92,288,893; from the 10 percent 
of manufacturers’ wholesale price ex 
tax automobiles and motor 
cycles, $601,852,127; from the 8 percent 
of manufacturers’ wholesale price ex 
cise tax on busses, trucks, and trailers, 
$187,837,455; from the 8 of 
manufacturers’ wholesale price excise 
tax on auto parts and 
$164,510,037; from the 5-cents-per 
pound tax on tires and 9-cents-per- 
pound tax on tubes, $187,356,845. 
“Of the $2,100,066,213 collected, 
during the calendar year 1952, from 
special taxes levied solely and exclu- 
sively on motor-vehicle users only 
$550,000,000 was used by the Federal 
Government for road-building purposes 
The remaining more than $1,500,000,000 
was diverted to other purposes.” 
Representative Mack, of Washing 
ton, member of the committee, said 
that the trend must be reversed if 
fatalities and injuries in highway auto- 
mobile accidents are to be reduced. 


cise on 


percent 


accessories, 





A Realistic Approach by the Courts 


ls Needed to Overcome the 


Abstractionist Attitude of the Bureau 


Guaranty Payment Where Debtor 
Loss or Bad Debt? 


t bw LATE APPELLATE STAFF of 
the Bureau of Internal Revenue recently 
faced the issue whether a payment pursuant 
to a guaranty of the debts of a corporation, 
dissolved in the interim, gave rise to a bad 
debt or a nonbusiness loss. This narrow 
problem, which also arises in respect of 


still 
insi 


individuals, is 
The 


rise to it are 


dece aS¢ d 
settled 


gave 


perhaps 
this 


un- 


facts which in ance 


classic 
Dhe 

WwW ho 

industrial 


taxpayer was all 
other 


company 


active businessman 
had inherited an 
and several parcels of 


wit! heirs 


real estate. On one of these parcels a large 
office building was later erected by a corpora 
tion which formed for this 
the 


propel ty 


they 
the 
the 
collateral bonds, which were 
sto k 
t became necessary to obtain an extension 
ot the bonds, the 
sent of the 


purpose. 


lo finance building, corporation 


. GA. 1 
floated 


mortgaged and 
secured by its 


entire 


Then during the depression, when 


taxpayet 
bondholders by pledging as 
additional collateral certain valuable securi 


ties which 


procured con 


were owned by him personally. 


1 Foreclosure was commenced in 1939 but not 


completed until 1941 In order to obtain an 
extension of the mortgage, the bondholders in 
1936 had released the corporation’s shares so 
that they could be pledged with the mortgagee 
When foreclosure was completed, they were re- 
turned to taxpayer. 

2 Dissolution would have enabled the trustee 
for the bondholders to regard the bonds as in 
default and proceed immediately against the 
pledged securities. When the taxpayer finally 
dissolved the corporation, he obtaind the bond- 
holders’ advance consent to a specific schedule 
of payments. Dissolution was accomplished by 
an amendment shortening the corporate term. 
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\t al out this same 
shareholder. 


[he outcome was typical of many s1 
ventures. In 1941, the mortgagee foreclose: 
on the real estate, 
an empty shell.* The taxpayer kept it ali 
until 1948 to prevent foreclosure by 
bondholders against his pledged securities, 
and meanwhile the income 


time he also beca 


sole 


leaving the corporatio: 


accruing on 
securities was applied to payment of 
interest on the bonds. Then, in 1948, 
which will become apparent, 
dissolved the corporation, and, in the 
lowing year, when the bonds 
paid the bonds with 
protect pledged secu 
Meanwhile, for the same purpose, he ; 


reasons 


matured 
borrowed mone) 


od 1 
order to nis 


a large the bonds at 


1 +} 


proportion o! 
1 ‘ ' 
Ket, and these he 


on the open mat 
' 


to charge off as worthless at 


outside bondholders wer: 


here were several periph 


lene} ‘ 
ticularly now to treat the interim paym 


of interest * and the bonds written off:° 
the quiddity of the controversy was 
See 15 Michigan Statutes 
(Hend. ed., 1937). 

* This is an over-simplification 
would have matured in 1951 In making his 
arrangement with the bondholders, see foot- 
note 2, above, the taxpayer agreed to pay one 
third of the principal indebtedness in each of 
the years 1949, 1950 and 1951. Simultaneously, 
he arranged to borrow the necessary funds else- 
where over the same _ three-year 
equivalent amounts. 

*Interest deductions in prior years had not 
been challenged by the Bureau. When the con- 
troversy arose in 1949, taxpayer contended that 
the interest payments should be treated 


Annotated, Se« 


The bonds 


period in 


simi- 
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No Longer Exists: 


By BERRIEN C. EATON, Jr. 


Attorney, Associated with Miller, 
Canfield, Paddock and Stone, 
Detroit 


] + ] 
ment that Was made 


lholders in order to pro 


that had been pledged 


taxpayer asserted pri- 


his was a fully deductible loss 


a transaction entered into for 
1 


I 
, ) 
iower echelons of the Bureau, 


other hand, regarded it as givi 


nbusiness bad debt; and 


Since 


1 j 
i 


taxpayer already had a huge capital 


(Footnote 4 continued) 
larly to the principal payments. Alternatively, 
he contended (1) that they were deductible as 
interest under Code Sec. 23 (b), (2) that they 
were deductible as expenses under Code Sec 
23 (a), or (3) that they were subtractible from 
he interest on the pledged securities otherwise 
includible in income under Code Sec. 22 (a). 

Taxpayer now contended that the effect of 
his open-market purchases of worthless bonds 
vas the same as his principal payments to the 
bondholders and that they should be treated 
similarly, except that the deductions should be 
taken in the year of purchase. Otherwise they 
vere clearly deductible under some subheading 
of Code Sec. 23 (k) 

6 See 15 Michigan Statutes Annotated (Hend 
ed., 1937) Sec. 21.75 (stating that dissolved 
corporations shall continue to exist for three 
additional years ‘‘for the purpose of prosecuting 
and defending suits and of enabling them 
gradually to settle and close their affairs 
but not for the purpose of continuing the busi- 
ness . . .’); ef. 15 Michigan Statutes Anno- 
tated (Cumulative Supplement, Rice, 1949) Sec 
75 (1) (making the directors ‘‘trustees’’ for 
three years thereafter) But cf. Jacobs v. E. 
Bement’s Sons, 161 Mich. 415, 126 N. W. 1043 
(1910) (holding that the ‘‘extension’’ provision 
of a prior law was inapplicable to a proceeding 
for voluntary dissolution). The doctrine that a 
corporation ceases to exist after dissolution has 
been severely criticized, even in more remote 
applications (See Marcus, ‘‘Suability of Dis- 


1 


Guaranty Payment 


solved Corporations,’ 


carry-over by reason of certain other doomed 
investments, this treatment was really tanta- 
mount to complete disallowance. 

The position of the Bureau was coldly 
ogical but rather unrealistic, being based 
on the fictional existence of the corporation. 
Under state law 
ing been 


the corporation, not hav 
formally dissolved until 1948, 
continued to exist until 1952 solely for 
winding-up purposes.° The Bureau argued 
that, since the corporation still had a theo- 
retical existence, payment of 
obligation by the taxpayer 
right of reimbursment 


its primary 
rise to a 
against the corpo- 
ration;’ and since the corporation had no 
assets, this right of reimbursement resulted 
immediately in a nonbusiness bad debt. It 
pointed particularly to Section 23 (e) of the 
Code, which which are 
“compensated for’ in any manner whatsoever. 


gave 


losses 


disallows 


When the matter was shifted to the appel 
late staff, however, the taxpayer promptly 
prevailed. Concessions were extracted on 
certain minor issues, but the payment made 
to salvage thie collateral 
fully deductible 


ment.” So 


was allowed as a 
loss in the 
were the 
ments and the 


year of pay 
interim interest pay 
worthless bonds which were 
purchased. 


Bad Debt and Loss Provisions of the Code 
Such controversies, 


fortunately rare, are 
inevitable 


concomitants of deficient statu 


58 Harvard Law Revieu 
675, at p. 685; cf. C. J. S., ‘‘Principal & Surety 
Vol. 12, Sec. 313. Compare Division Avenue 
Realty Company v. McGough, 274 Mich. 163, 264 
N. W. 328 (1936) (allowing dissolved corpora- 
tion to sue for rent).) 

7 The phrase ‘‘right of reimbursement” is here 
used broadly, it making not much difference in 
most instances whether it is a right of indem 
nity or of subrogation. As distinguished from 
a guarantor or surety, 1 Brandt, Suretyship and 
Guaranty (3rd ed. 1905), Secs. 226. 324 and 333 
a strict indemnitor has, of course, no such right 
Cf. Wheeler v. Marcelle, 50-2 uste § 9379, 90 F 
Supp. 1001 (DC N. Y.); John H. Acheson Estate, 
CCH Dec. 14,260 (M), 3 TCM 1242 (1944). For 
a general discussion, see Rabkin & Johnson 
Federal Income, Gift & Estate Taxation, Vol, 1, 
Sec. 35.06 

’ Note, incidentally, that dissolved corpora 
tions, at least during the statutory period, are 
generally liable for past debts (Note, 97 A. L. R 
177, at p. 479 (1935)), and for obligations aris 
ing out of past contracts. Cf. Fletcher, Cyclo 
pedia of Corporations (rep. vol., Wolf, 1942), 
Vol. 16, Secs. 8170 and 8172. But cf. Loucheim 
v. Clawson Printing & Weighing Company, 12 
Pa. Super. 55 (1899) (not permitting director 
elected prior to dissolution to recover salary 
thereafter accruing and certain sums allegedly 
advanced) 

* As to the time for taking a loss deduction 
see Note, 1 Student Law Review 50, at p. 56 
(1951). 


223 





tory draftsmanship. The 
provisions of Section 23 are notoriously 
badly integrated,” and this fault is aggra- 
vated by the rule that they are mutually 
Significant differences in tax 
treatment hang upon picayune distinctions 
of fact. 


loss and bad debt 


exclusive.’ 


A payment made in the course of trade 
or business is deductible in full, regardless 
of whether it 
bad debt.” Also, where the taxpayer is a 


corporation, the statute 


loss ™* or a 


is technically a 
busi- 
so allows complete de- 
Where, however, the payment 
is made by an individual and is not in the 
trade or 
retical difference 
debt becomes of 
So-called 


garded as 


presumes a 


ness purpose and 


ductibility.”* 


course of his theo- 


bad 
consequence. 


business, the 
between a loss and 
immediate 
bad 

“short-term capital and 
can only be deducted up to $1,000 annually, 
offset them - Non- 
on the other hand, are fully 
deductible if incurred in a transaction entered 
into for pront * By way of 
plication, the absence of 
renders 


nonbusiness debts are re- 


kk ysses”’ 


unless there are gains to 


business losses, 


further 
a profit 

nondeductible in any 
whereas bad debts are always to some de 
gree deductible. 


com- 
motive 


losse Ss case, 


(A tabulation of such com- 
plexities is set forth in a footnote = 


Emphasis upon the unfairness of these 


various rules can perhaps be achieved by 


restatement. A transaction which qualifies 


is a loss can be fully deducted under Sec 


tion 23 (e), even if not incurred in a trade 


or business, so long as it arises from a 


“See Hanigsberg, ‘‘Distinguishing a Fully 


Deductible Loss From A Non-Business Bad 
Debt,"" Proceedings of New York University 
Seventh Annual Institute on Federal Tazation, 
at p. 914 


"Of. Spring City Foundry Company v. Com- 
missioner, 4 ustc 9 1276, 292 U. S. 182 (1934). 


% Code Sec. 23 (e) permits the deduction of 
‘losses sustained during the taxable year , 
(1) if ineurred in trade or business; or (2) if 
incurred in any transaction entered into for 


profit, though not connected with the trade or 
business es 


'’ Code Sec. 23 (k) (1) permits the deduction 


of business bad debts, which are defined infer- 
entially as those ‘‘the loss from the worthless- 
ness of which is incurred in the taxpayer's 
trade or business.’’ (Code Sec. 23 (k) (4).) 


“Code Sec. 23 (f) permits corporations to 
deduct ‘“‘losses sustained during the taxable year 
and not compensated for = 

% Code Secs. 23 (k) (4) and 117. Worthless 
securities are either long- or short-term capital 
losses, as the case may be. (Code Sec. 23 (k) (2).) 

% See footnote 12, 

"The following table is 


note, cited at 


224 


above 


adapted 
footnote 9 above 


from the 
at p. 51 


March, 


1933 °@ 


Significant differences in tax 
treatment hang upon 
picayune distinctions of fact. 


transaction entered into for profit.’ If 
however, it falls into the bad debt category 
of Section 23 (k), there is no such alterna 
tive language to cover a transaction entered 
into for profit. Therefore, a bad debt, unless 
it meets the specifications of a business bad 
debt,” is deductible by an individual tax 
payer only in limited fashion;” and this 

so even though it may have been sustained 


a transaction which was entered into for profit 


That this difference actually stems from 
a Congressional oversight is 
the history of the statute. 
behind introduction of the 
tween business and 
was the 


plain from 
The motivation 
distinction be 
nonbusiness bad 


limit 


debts 


1 


desire to im tive 


deductions 
case of casual loans to friends or relatives 
Congress apparently had no intention 
destroy the deductibility of what in every 
practical sense represents a business loan,” 
namely, a loan in 
for profit. 


The 


placed 


a transaction entered int 


courts, however, have sometimes 
a severely restrictive interpretation 
upon the statutory language.™ 
partly forestalled this injustice by simul 
taneously enacting Section 23 (a) (2), 
which permits the deduction of expenses in 
connection with transactions of a profit- 
making character, i 


Conere ss 


even if they are not in 


And it constitutes a 
Bad debt, Loss, 
If it is— it is it is 


Incurred in a trade 
or business 


Deductible 
without 
limit 

Deductible 
as a capi 
tal loss 


Deductible 
without 
limit 

Deductible 
without 
limit 


Not incurred ina 
trade or business, 
but in a transac- 
tion entered into 
for profit 

Not incurred ina 
trade or business, 
nor in a transac- 
tion entered into 
for profit 


Deductible 
as a capi- 
tal loss 


Not de 
ductible 


8 See footnote 12 

% See footnote 13. 

© See footnote 15 

‘H. Rept. 2333, 77th Cong., ist Sess., 1942-2 
CB 372. at p. 408; see Robert Cluett III, CCH 
Dec. 15,830, 8 TC 1178, at p. 1179 (1947) (acq.) 

22 Comment, 63 Harvard Law Review 832, at 
p. 836 (1950). 

>See footnote 11; footnote 23; cf. Higgins v 
Commissioner, 41-1 ustc {% 9233, 312 U. S. 212: 
41 Columbia Law Review 757 (1941) (involving 
Sec. 23 (a)). But see footnote 68 
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the taxpayer’s business.“ This section, 

however, is pertinent only as to items which 

can be classed as expenses.” “The inequity 

can be fully rectified only by a change 

in the law which would debts 

incurred transactions en- 
from the 

non-business bad debt provision.” ™ 

that 


nue to arise W 


remove bad 
in connection with 
into for profit limitations 
uncertain event, the problem 
hether losses 
esemble bad debts can be classified 


s in transactions entered into for 
‘ly thorny 


XI 
nstance of guarantors who pay the 


rpora 


This problem is peculi: 


the ne ite t foot 


Hanigsberg, article cited at footnote lf 
yotnote 13; compare the cases 
i, Within Bad incurred ir 
or promoting number of business 
are often fully deductible. For exam- 
ple ser Washburn v. Commissioner, 2 utTs 
§ 794, 51 F. (2d) 949 (CCA-8, 1931), 80 Univer 
sity of Pennsylvania Law Review 457 (1932) 
(questioned in several cases): Weldon D. Smith, 
CCH Dec. 18,453, 17 TC 135 (1951) (non-acq.); 
Henry E CCH Dec 7,848, 15 TC 299 
(1950) (acq.): Vincent EB. Campbell, CCH Dex 
16,611, 11 TC 510 1948) (acq.); Elmore L 
Potter, CCH Dec. 5 18 BTA 549 (1929); 
ee CCH Dec. 5471, 17 BTA 720 (1929), 
questioned in Charles C. Dickinson, CCH Dec. 
14.389(M), 4 TCM 190 (1945) Jacob Mark, 
CCH Dec. 18,473(M), 10 TCM 702 (1951); 8 Taz 
Barometer § 578 (September 8, 1951): J. Noel 
Vacy, CCH Dec. 17,150(M), 8 TCM 713 (1949); 
Valentine E. Macy, Jr., CCH Dec. 16,797(M), 
8 TCM 45 (1949); Maloney v. Spencer, 49-1 
ustc § 9176, 172 F. 638 (CA-9); 63 Harvard 
Law Review 356 (1 (only two corporations 
involved) Estate « Stogdell Stokes, CCH 
Dec. 18,686(M), 10 TCM 1111 (1951); 9 Taz 
Barometer § 87 (January 12, 1952) (direct loans 
made to only one corporation) (appealed). Sa 
are those which are incurred in a transaction 
reasonably and closely related to the taxpayer's 
business For example, see Robert Cluett III, 
cited at footnote 21; William M, Lovering, CCH 
Dec. 6645, 21 BTA 1260 (1931) (acq.); Fisher 
Brown, CCH Dec. 17,982(M), 9 TCM 1054 (1950); 
cf. Ernest E. Lloyd, CCH Dec. 3201, 8 BTA 
1029 (1927) (non-acq.) (especially liberal case 
where transaction was deemed to be within 
scope of business activities as corporate officer). 


cited at 
debts 


ventures 


Sage 


Crane, 


Guaranty Payment 


at text p 226) S¢ 


The 


present question is simply whether, assum 


transaction entered into for profit.” 


ing that a loss can qualify as sustained in a 
transaction i profit, it is 
its deductible status solely by 
reason of the existence of the 
principal debtor, or his estate, against whom 


entered into for 
divested of 


theoretical 


there is a nugatory right of reimbursement 
Such right of may 
from express contractual language or 


reimbursement arise 
may 
be implied by law. Frequently it is nuga- 
for ordinarily a guarantor is not called 


to pay unless the debtor has defaulted.” 


The argument of the Bureau, that a 
of reimbursement 


‘ 


against a_ theoretic: 


existent debtor necessarily c 
bad 


the rule of 


nverts the 


into a debt, was founded in part 


mutual exclusiveness™ and 


the rrding of Section 23 (e), 


disallowing 


‘ a) 


‘compensated 


which are 


1 


particular founded upon i: 


1 
iined in three Tax 


Analysis of these 


1em to be doubtful authority 


r, SNOWS t 
** For example, see Burnet v, Clark, 3 ust 
71010, 287 U. S. 410 (1932); J. B. Book, J7 
CCH Dec. 16,816(M), 8 TCM 101 (1949) (noted 
Werner How to Get 
Deductions for Bad Debts, Handbook of Taa 
Techniques 362 (Lasser ed., 1951); Justis, ‘‘Is It 
a Debt? Is It a Bad Debt? Is It a Business 
Bad Debt?,’’ Proceedings of New York Univer- 
sity Tenth Annual Institute on Federal Taz- 
ation, p. 183; Note, 5 Tax Law Review 412; 
Comment, 63 Harvard Law Review 832; see also 
footnote 15 


7° For example, E 
44 BTA 112 (1941) 
CCH Dec, 12,812 
questioned in Charles C 
14.389(M), 4 TCM 190 (1945) 

” For example, Tams v. U 

Supp. 764 (DC W. Va.) 

q 9564, 21 F 

on other ground 

(2d) 827 (CC: 


P. Adler, CCH Dec. 11,762, 
(acq.); Glenn M, Averill, 
20 BTA 1196 (1930) (non-acq.), 
Dickinson, CCH Dec. 


40-2 ustc 9 9604 
Jenkins v. Smith, 
Supp. 433 (DC Conn.) 
s, 38-2 ustrc 7 9552, 99 F 

Charles 8S. Guggenheimer, 
CCH Dec. 15,714, 8 TC 789 (1947) (acq.); Mar 
jorie Fleming Lloyd-Smith, CCH Dec. 10,770 
10 BTA 214 (1939), aff'd 41-1 uste {§ 9167, 116 
F. (2d) 642 (CCA-2), cert. den. 313 U. S. 588 
(1941); Irving B. Hexter, CCH Dec. 17,685(M), 
9 TCM 439 (1950); Frank W. Byrne, CCH Dec. 
14,749(M), 4 TCM 864 (1945); Edwin C. May, 
CCH Dec. 14,056(M), 3 TCM 733 (1944); see 
footnotes 37, 40 and 69, within: see footnote 12 
It is said that the word ‘‘profit’’ is a broad one 
and applies equally to the anticipated income 
from the venture and the gain which may even 
tually be realized on a sale or exchange. (O. D 
138, 1 CB 124 (1919).) It encompasses the cut- 
ting of losses as well as the making of profit: 
(See footnote 59, within.) Moreover, the fact 
that property is acquired by gift or inheritance 
does not disqualify a loss on a transaction in 
volving such property from falling under Sec 
23 (e) (2), T. B. R. 35, 1 CB 122 (1919) 

31 See the note, cited at footnote 9, at p. 50 
see also footnote 7 

%2 See footnote 11 


* See text at p. 223 
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In Frank B. Ingersoll,** the petitioner 
owned one tenth of the shares in a family 
laundry corporation. When a bank threat- 
ened to foreclose its mortgage against the 
corporation, he prevented such action by 
personally the debt. Later, 
after the corporation had been reorganized 
in bankruptcy, the petitioner was compelled 
to pay on his guaranty, and he 


guaranteeing 


claimed a 
deduction for the amount so paid as either 
a bad debt or a business loss 

it was a deductible loss, but 
debt, the court explained: 


Holding that 
not a bad 
“In order to have a deduction for a debt 
W be debt 
never was 

The 

pe tl 


12, 1941. 


becoming rthless the 
owed to 
such a debt 
alleged det 
tioner 
This 


returns ona 


re must 
There 
pre 


a 
the petitioner. 

in 
tt did not 


made 


the instant 


the payment 


is because tie 


+ 


1 
ash receipts an 


The debt of the 


was wiped out 


basis 


on the reor 


gpaniza 
} 


the petitioner paid the an 


tion neither the bank nor the | 
the 


tioner 


1undry owed 
petitione! any part ) it ’ 


ot subrogated t 


The peti 
was n iny rig! 
which the bank had against the laundry 
prior to the reorg a 
The 


1 tl it 


nization 


Bure iu cited this « for the propo 
Siti theoret right 


ical existence of a 


of reimbursement, no matter how insub 
stantial, prevents a guaranty payment fron 
But this 
by 


rse 


being lassifie d 


as « i 5 


ept 


1S 
what the c 
it 


Statement 


indirecti 
Also, 1¢ 
And fur- 


whether 


ast 
Says met 

a di 
question 
After all, 
entirely exting a 
unenforcible.” So 


is 


thermore there 


tum. 


the dictum is ac 
not 
simply makes it 


bankrupte\ 

debt; it 
a tenable 
referable 


still re- 


curate 


does 


argument <« 
to the 
mained a 


rhaps be made, 
ther 


right of 


in pe 
Ingersoll case, that 
theoretical indemnity 


against the debtor corporation 


Another that the Bureau men 
tioned was Abraham Greenspon.™ In that 
corpora- 


de« ision 


case, the two co-shareholders of a 


* CCH Dec. 15,198, 7 TC 34 (1946) (acq.). 
% Cited at footnote 34, at p. 37 
See Zavelo v. R 227 U 625, at p. 629 
(1912) (holding that debt barred by bankruptcy 
can be revived by promise subsequent to adjudi- 
cation, though prior to discharge) 


% CCH Dec. 15,632, 8 TC 431 
An interesting feature of this case is that the 
guarantors could have refused payment by 
pleading the statute of frauds and the statute 
of limitations. Despite the fact that they had 
waived these defenses, the court allowed the 
deduction. (See the cited at footnote 9, 
at p. 54.) 
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eves Ss 


(1947) (aecq.). 


note 


March, 


1953 


tion, who were also its managing officers, 
orally guaranteed some loans made to the 
corporation and, four years after its liqui- 
dation, paid them. Whether under state law 
the corporation still had any fictional exist- 
ence, though unlikely, is not entirely clear 
from the facts; but in any event it is clear 
that, had there been any assets, they would 
have been a trust fund for creditors, which 
they could follow into the hands the 
stockholders.* In this instance, of course, 
this simply means that the guarantors would 


of 


have had a fictional remedy against them 
Holding that the payments were 
deductible as losses, not as bad debts, the 
court 


s¢ Ives. 


stated: 


f their obliga 


uld hay 


“TT ubtless upon satisfactio 


tions as guarant ‘ 


| 


existence: 


recourse t the ol 


corporati yn, if 
f the 


ductions 


1 
ana 


latter 
bad 


it were 

debts might 
But, when the 
the old ec 


having been completely 


aS 
allowable 

paid out 1ese sums 
had cea 


ia) exist, 


so no de bt 


juidated it and 
1 


Li 
] 
ok 


ce 


then arise.” * 


languag before , appeal 
dictum: it is carefully qualifie 


phrase “might properly be allowable” 
in view of the 


lso 


“trust fund” theory 
The 


is tl 


accuracy questionable. 


18 
that can be said for the case 


stantiates the doctrine that, wher 
the 


converse, 


exists, payment results in 


the 


. Sometime prior 


, . 
throug 


> 4) 


assets 
to 
made a compromise 
Holding th 

{ i i Lilia 


allowal 


closure and “ceased exist.’ 
1941, the 
payment 
bad debt Was not 


court indicated that a loss deduction mi 


Then, i 
petitioner 
his 


on guaranty. 


deduction 


% For example, see Pierce v. U. 8., 255 U. 
398 (1921); Wonder Bakeries Company v. U 
1 ustc § 1239, 6 F. Supp. 228 (Ct. Cls 
State ex rel. Pabst v. Circuit Court, 
301, 199 N. W. 213 (1924); see Fletcher, work 
cited at footnote 8, Vol. 16, Sec. 8173; Notes, 97 
A. L. R. 477, at p. 479, 47 A. L. R. 1288, at p. 
1355; 13 Am. Jur., ‘‘Corporations.’’ Sec. 1351 
(pointing out that the trust fund theory has 
rendered virtually obsolete the common law 
doctrine that debts and claims against a cor- 
poration are extinguished by its dissolution). 

% Case cited at footnote 34, at p. 434. 

* Cited at footnote 28. 

“ Case cited at footnote 28, at p. 103. 
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footnote 38 
‘See footnotes 38 and 
"ft, Crain v. Commi 
(2d) 962 


iranty 


sioner, 35-1 
(where 

f corporate obligation wa 

because claimed in 

it might 

t! -orporation 

dissolved); 

14 BTA 238 

(where paymen nade in compromise of 

liability as director was 

despite possible right 
P, Adler, CCH Dec, 11, 

‘q.) (where payment 

solved corporation is held 


ss, court’s premise that there 


ustc f 9217, 
payment on 
disallowed 
wrong year 
have been allow 
failed, 
Robert 


1041 
(1941 


(CCA-8) 


allowed as 
of reimbursement); 

44 BTA 112 (1941) 
behalf of ur 
deductible as 
was no right of 
open to question); Mar 
Fleming Lloyd Smith, cited at footnote 30 
(where payment on guaranty of corporate obli- 
gation was held deductible as loss, despite pos- 
right of reimbursement, court’s remark 
about no right of reimbursement apparently 
referring to insolvency of corporation); Frederic 
W. Gray, CCH Dec. 17,149(M), 8 TCM 710 (1949) 
(where payment of indorsement of corporation’s 
note, about eight yvears after its liquidation 
was apparently allowed as a “‘loss,’’ even though 
(1) corporation may not have beer dissolved, 
(2) there may have been assets on which the 
‘trust fund”’ theory could operate, and (3) tax- 
payer continued to operate the business as a 
le proprietorship); Frank W. Byrne, cited at 
footnote 30 (where payment in settlement of 
potential liability as director was allowed as 
loss, despite possible right of reimbursement); 
4JIma V. Moore, CCH Dec. 10,868-F (1939) 
(where court that 


maae on 


reimbursement 


being 


orie 


sible 


(non 


acq.) suggests payment on 


Guaranty Payment 


that absence of a debt makes a loss 


able, 
versely tl 


debt inva 


they do not necessarily mean 


theoretical existence of a 
ly renders a loss not allowable 
that 

if closely utinized, 

just the oppos Typical 

is Humphrey 7 


taxpayer there 


“{ . - + 
cases mumisstoner,* 
was a member ot a syn- 


consti! “t101 


of a tunnel and had 
certain portion of the 
e borrowed money, 
h was deposited with its surety 
1 a corporation 


agreement 
rrowed additional 
h the tax- 
the 
taxpayel 


payer guaranteed persona! time, 


venture led dis: ( ly 


was co! iit to a\ art of fil guaranty 


\mo1 


held 


the payment 


S Statutory 
The 


shareholder. 


uaranty of 
y 


oblig 


corporat ion 


tions « seemingly 


undis- 
solved might have been allowable 
under Sec. 23 (e) (2) except for lack of proof); 
John P. Dillon, CCH Dec. 3084, 9 BTA 177 
(1927) (non-acq.) (where loss was allowed on 
guaranty against liability on bank stock); Jen 
kins v. Smith, cited at footnote 30 (another bank 
stock case): Standard Oil Company of New 
Jersey, CCH Dec. 16,693, 11 TC 843 (1948) (acq.) 
(where corporation took "* deduction for 
guaranty payment on right of reim- 
bursemen was worthle Heller & 
Inc., CCH Dec. 17,053, 12 TC 1109 (1949) 
(similar) ; 
But cf. Rabkin & work ci 
footnote 7, Vol. 1, Sec ).06, citing 7 
Watson, CCH Dec 5 8 TC 569 
(acq.), and other i int 
6 37-2 ust | 9384, 9 * (2d) 155 (CCA-9) 
™The corp te itity is often disregarded 
obstructing the truth For 
example, see Camp v. 250 U. S. 308 
(1919): Investment Company v. 
James, 28 Ariz. 514, 237 Pac. 958 (1925): Sweet 
v. Watson’s Nursery, 33 Cal App. (2d) 699 


99 . id 19 Bm 


(acq 


and see other c: cussed in text 
ted at 
"homas 


(1947) 


as a sham 
Gress 


Phoenix Sa 


2 Pa (2d) 812 (1939): Bavernschmidt 1 
ernschmidt, 99 Md 3, 60 Atl. 437 (1905); 
Charles E. Aust n, l Secretary of State 
321 Mich. 426, 32 N (2d) 694 (1948), cert 
den. 355 U. S. & United States Gyp 
sum Company v. Mackey Wall Plaster Company, 
60 Mont. 132, 199 Pac. 249 (1921); Elkins 1 
Industrial Gas Corporation, 182 Va. 84, 28 S. E 
(2d) 21 (1943); cf. F Cyclopedia of Cor 
porations, (rev. ed 1931), Vol 
and following; see also numerous tax cases 
Generally, however, this rationale is only em- 
ployed to prevent fraud or injustice, and seldom 
in favor of a taxpayer But cf. In re Dissolu 
tion of Emery Management Corporation, 321 
Mich. 708, 33 N. W. (2d) 126 (1948). 
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etcher 


Jones 1, Sec. 41 





that the corp iough wholly insol f 1é QI ‘ { | t then « 


vent, still existed or he possibility that loss on tl ther one-haif because he 


the taxpayer had a theoretical right in had a claim against the estate of Gold 


demnity against had died in 1932) for reimbursement. F 
So Sileeten @ ; : "Sear oe one-half, representing Gold’s part 
iol cnlaiaeaiiine guaranty, respondent claimed a loss 


, nd that . ‘tion } 
ota deceased nat lual,” not against a ang tie educti je 


corporation,” a similar implication was con 


tained n a dictum The taxpayer was 


1 Supreme Our 7 i suggestion t] 


sident of a corporation which own 
indorsem + oO 
stock in a bank and was himself the owner: indorsement W 
of some bank l onnection with a 
merger, wl ik transferred its assets 
+) he ver | hree 
to another! K n axpayer and three 
other stockhol I a guaranty 


ruc 


Somewhat c rary in rationale 
personally would m: gO0 1 famous case of 1 v. Comm 
In 19. l. the axp: ) . » | vu where the debt¢ r WwW: ll In existe 


anty. executed hi 1 l te » the i tances where he debtor is 
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for a like | irsement 


rvening actions " le l < ae: gardle SS oO! 
liquidated. The 
owever, 1S 
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wou! 


* 39-2 ustc 7 9677, 106 |} ( ) 336 (CCA Feinsinger 1934), Sec. 287a: cf. 23 Michigan 
"For other cas involving individuals, se Statutes Annotated (rev. ed., Moore, 1943), Sec 
Charles R. Stuart, CCH Dec 10.499, 38 BTA 27.3178 (435); Note, 94 A. L %. 1155; see also 

147 (1938) (where payment on corporate debt footnote 61, within 

was allowed as loss, despite possible right of »The dissolution of a corporation 
indemnity against corporation or defalcating times, albeit inaccurately, analogized 
codirector) and T. Harvey Ferris, CCH Dec. death of a natural person. (See Pontiac 
10.397, 38 BTA 312 (1938), aff'd 39-2 § 9596 Company v. Newell, 266 Mich. 490, at p 
102 F, (2d) 985 (CCA-2) (indicating possibility 254 N. W. 178, at p. 181 (1934).) For 
that indorser of note might take a loss deductior involving corporations, see footnote 45 

if maker was bankrupt) It is well recognized * Case cited at footnote 48, at p. 337 
that a surety may recover against the estate of - 40-1 ustc { 9336, 309 U. S. 409, at p 

a deceased principal on a claim of indemnity 333 ustc § 976, 60 F. (2d) 65 (CCA-2, 
ef. 722 C. J. S., “Principal & Surety.’’ Sec. 313 ‘See the note, cited at footnote 9, a 
and if the estate has been distributed, he may * Case cited at footnote 53, at p. 67 
in absence of statute recover from the distribu *C/. J. H. Hulme, CCH Dec. 3061, 9 
tees Stearns, Law of Suretyship, (4th ed at p. 33 (1927) 
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venizable oss would clearly be de 


as such, instea f as a business 
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or nonbusiness bad debt 


Fox v. Commissioner 


implicit in cases like 


>, and perhaps even /nger 
Book 


i 
time sustained four-square 
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enspon al 


was for the first 
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loan d 


1 
co 


Subsequent! 


additional securiti 


] 


yrevent loss 
she guar 


husbar 


later create 


years 


even the 


tbo. 
lead debtor.” “ 


e the note, cited at footnote 9, at p. 55. 


cited at footnote 9, 


mmissione? 35-2 UST 


the note 


cert 
Ellisberg, 
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9467 


CCH 


Whitman v 


Dec 
Davis, 5 


discussing 
1 9520, 79 
den. 296 U. S. 651 
16,026 


seven years payment by het 
1e particular $15,000 


only 


pi wor 
under her 


here 1 


debtor 


he was 11 


guaranty 
question, and not was the 
dead, but at the 


solvent 


time of his death 
Che argument made goes 


to the wortl ind not to the 


lebt or liability. 


1 existence ot 
é Exactly the same 
was made by the Government in 


nsolidated, 47 B. T. A. 


only difference is that in that cas« 


argume! 
Barnhardt-Morrow (¢ 
590, Che 
the btor had been dead two years, while 


had 


ie guarantor 


case he been dead some seven 


before t} made the pay 


pointed out 


there 
been cited by tl 
iim that the obligatio 
discharged b death and 
unable to find author 


We also 


pointed 


was incapable 
but that, o1 


whicl 


fuarant 


come into existe! 


e worthless 


} 
I 


petitioner 


was entitled to 
} 


ad debt 


in controversy as a 
in which the guaranty 
See alse 


payment w: 

Watson, supra; 4 
Pont Ortiz, and D. W. Pierce 
Barnhar row C 


s here \ bad debt 


Thoma 
supr 


Consolidates 


os 


was comp 


rsement 


Burnet, When 
1-2 ustc § 9379, 190 F. (2d) 101 (CA-2); 

8 Research Institute, ‘‘Taxation Report Number 

15’’ (July 19, 1951), 8 Taw Barometer 35 (Jul; 

28, 1950) 

* Case cited at 

Agnes I Ff 
at p. 1164 (1950) 


footnote 49 


footnote 59, at p. 104 
zr, CCH Dec, 17,688, 14 TC 116 


Compare this paragraph with 
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payment was 
dead for seven years, his 


be el 
estate had been 
our 


id insolvent, and the 


tat 


executors of his 
discharged It 
hold that 


eoretical clair 


had been seems to 
specious to 
+} 


ct mp nsatec 
was bef 


431, where the 


duct 


proble Tl 


Abraham 


ore us in 
Greenspon, 8 T. C guaran 
the 
sustained on paying their obligations as 
7 
l 


| 
debt 


tors were peri loss 


guarantors, since 


or Was 
} 


an insolvent defunct corpor O1 


to agree 


majority 


row 1Sst < ; ally hrashed out 


and determi: ivor. The 


] 


whom 
imbursement 


iyment trom 


@ Case cited at footnote 61, at | 1167 


*% For example, it is recognized that, for pur- 
determining whether a corporate in- 
return must be filed, ‘‘a corporation 
existence after it ceases business and 
retaining no assets, whether or not 
nder Stat law it may le! r be treated 
is continuing as a corpor: certain lim- 
ted purposes ; .’ (Regs l Sec. 29.52-1; 
T. 3871, 1947-2 CB But cf. Dayton 
ring Laboratories Company v. U. 8., 
1082, 3 F. Supp. 351 (DC Ohio? 1933) 
also, the common sense rule that, though 
rincipal or his executor should generally be 
between cosureties for con- 
need not be so joined if he is in 
ivent ror example Hay 1 Cartea 
(1935) 1 Ch. 397 (Ct. App.) Note, 
99 A. L. R. 640 
* Doctrines of law not specifically referable 
to federal taxation are in general more harmful 
than helpful as analogies from the taxpayer's 
standpoint, for they support the principle of 
subrogation. See footnotes 6, 8, 38, 43, 49 and 
50 Sacramento Bank v. Pacific Bank, 124 Cal. 
147, 56 Pac. 787 (1899), where a stockholder was 
not entitled to claim against an insolvent cor- 
poration as subrogee, is easily distinguishable 
So is Dwight v. Scranton & Watson Lumber 
Company, 82 Mich. 624, 47 N. W. 102 (1890), 
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Ss not in 
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suit 
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prin- 
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linent writer, 
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ol PPLici eductible. If, however 
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advance are made in connection With IN 
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deductible as losses. 


purpose, they are 


[This] resu 


reached where 
lefunct 
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no possibility of 


uid on the guarat 


Stic 
bad debt 


be “highly specious’ 


ty 
a deb 


cumstances 


as arising. Would such 


> 


reason 
Would it be 


out of something less than even 


creat 


(Continued on page 246) 


where the assignee of a 
was held 
in insolvent 


stockholder-subroges¢ 
assert his claim against 
corporation to the prejudice of 
outside creditors. Cf. Suddath v. Gallaher, 126 

28 S. W. 880 (1894) (president 
pays ry claim against corporation with bor- 
r 


ntermeddler not entitled to 


estopped to 


wno 
owed money is ir 

subrogation); McIntyre 1 E. Bement’s 
cited at footnote 6 (shareholder cannot enforce 
stock purchase agreement insolvent co 
poration) Note, how easily distinguish 
able ¢ the bankruptcy cases subordinating the 
claims of creditors who stand in an alter ego 
relationship. Cf. Stone v. Hacho, 127 F. (2d) 
284 (CCA-4, 1942); Hdward Finch Company 
Robie, 12 F. (2d) 360 (CCA-8, 1926); In 
Otsego Waxed Paper Company, 14 Up] 
(DC Mich 1935): 3 Collier, Bank 

Secs. 63.06, 65.06. Indeed, it seems 

stockholder or director who pays a corporate 
obligation, is entitled to a right of subrogation 
the same as anybody else; cf. Fletcher, Cyclo 
pedia of Corporations (rep. vol., Wolf, 1947) 
Vol. 3, Secs. 911, 1119; and the theory of dis 
regarding the corporate entity is not much help 
See, also, footnote 47 


* Hanigsberg, article cited at footnote 10, at 
p. 917 


Sons, 


yainst 


also, 
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By CARL E. STANFORD 


The Financial Arrangements Now 
Used When Corporations Are Being 
Organized Need Revamping 


What Is Adequate Capitalization? 


I‘ IR MANY YEARS it has been a com- 


mon practic In Organizing a new cor 
poration to arrange its financial structure so 
that the total 


the incorporators is so divided that the cor- 


money to be contributed by 


poration issues $500 in capital stock, and 


then issues promissory notes or debentures 


the rest of the money advanced. Usually 


the notes or debentures, if issued at 
| 


1 
StOCKI 


all, are 


issued to the iolder-creditors in exact 


proportion to their stockholdings. The ex- 
pected advantages of this allocation are as 


follows: 


(1) The interest paid on the notes 

will be deductible by the cor 
if paid out as divider 

10t be deductible 


is liquidated 


‘ 
r debentures 


and 


1 1 } 
the stockhold 


1,1 ; 
deventures aS a 


onbusiness bad debt, 
. 


long-term cay] 


Ss. 

poration 1s a success, the eart 
ofits can be drawn out tax 

as repayment of these so-called loans, whi 

could not be 


represented by 


11 


done if all advances 


stock. 


bad debt deductions are those 
incurred by an individual in the business of 
lending money, and are deductible in full as 
an ordinary loss under Section 23 (k) (1) 
Nonbusiness bad debt 


short-term 


Business 


deductions are dé 
capital loss (100 
per cent) under Section 23 (k) (4). But if 
there is a loss on the sale of exchange oi 


ductible -as a 


capital stock, such loss is allowable only as 
a long-term capital loss (50 per cent) unde1 
Section 23 (g), and is also subject to th 
capital loss limitations of Section 117. So it 
makes a deal of difference tax-wise 
whether the obligation issued by the cot 


poration is 


great 


evidence of in 
lebtedness or of capital stock investment. 


considered as 


[It is now imperative that every tax ad 
visor who helps organize a new corporation 
consider this 


changing common 


financial 
structure used in the past because the ex- 
lvantages are now very doubt 
ful due to a series of 


pected tax a 
Tax Court and courts 
of appeals cases, involving the question of 
adequate capitalization of newly organized 
corporations. 

During the last nine years, the Tax Court 


has held, in at least 13 cases,’ that the cor- 


1 Cases Involving Inadequate Capitalization in Which the Taxpayer Lost 


Case 
Edward G. Janeway, CCH Dec 
§ 9162, 147 F. (2d) 602 (CCA-2) 
Michael Cohen, CCH Dec. 13,813(M), 3 TCM 
§ 9420, 148 F. (2d) 336 (CCA-2) 
Thomas O’Neill, CCH Dec. 15,995(M), 6 TCM 
*€ 9406, 170 F. (2d) 596 (CCA-3), cert. den 
Swoby Corporation, CCH Dec. 16,123, 
Sam Schnitzer, CCH Dec 
F. (2d) 70 (CA-9) 


13,290, 2 TC 


9 TC 887 


Loans Cap. Stk Ratio 


197, aff'd 45-1 


$ 12,000 0 12000/0 


236, aff'd 


14,000 


1,000 14/1 


993. 

336 U 
(1947) 
17,094, 13 TC 43, aff'd 50-2 ustx 


188,494 2,000 
250,000 200 
q 9410, 183 


841,552 187,800 


Isidor Dobkin, CCH Dec. 17,767, 15 TC 31, aff'd 51-2 ustc J 9509, 192 


F. (2d) 392 (CA-2) 
George L. Sogg, CCH Dec. 

€ 9220, 194 F. (2d) 540 (CA-6) 
Hilbert L 
Erard A. Matthiessen, CCH Dec 

q 9201, 194 F. (2d) 659 (CA-2) 


Bair, CCH Dec. 18,035, 16 TC 90, 52-2 ustc { 9531 (CA-2) 
18,220, 16 TC 781, aff'd 52-1 ustc 


26,000 2,000 


17,919(M), 9 TCM 927, aff'd 52-1 usrte 


50,C00 1,000 
87,000 100 


50/1 
870/1 


106,000 12,000 9/1 


Kipsborough Realty Corporation, CCH Dec. 18,567(M), 10 TCM 932 


(1951) 


William Bernstein, CCH Dec. 18,777(M), 11 TCM 118 (1952) 
Wallace L. Chesshire, CCH Dec. 18,792(M), 11 TCM 146 (1952).. 
Samuel T. Tauber, CCH Dec. 18,871(M), 11 TCM 269 (1952) 


Adequate Capitalization 


75,000 75 1000/1 
44,954 33,500 1.3/1 
12,303 2,502 5/1 
116,000 1,000 116/1 
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Carl E. Stanford, 
Attorney, The Ohio National Bank of Columbus, Ohio 


poration involved was “inadequately capital- 


said the 1 


4 1.1 1_1 
‘ 1 

rther risk capital 

amount allocated to 
: 4 

e needs 


r denied 


esue 


Although 1 question ol inadequate 


capitalization had been raised in tax cases 
1946, 
Justice Reed wrote the opinion ot 
Court in the John Kelley Com 


that the 


before, it was not until January 


vhen Mr 
the Supreme 
pany case, Commissioner began to 
contend that all money advanced to a new! 


organized 
1 
r 


corporation must be considered 


ris 


involving 


was held 


almost all 
family corporations. Although it 


t 
that the interest was deductible by the cor 


< capital in cases 


porate taxpayer on its bentures, the Su 


preme Court said in the Kelley case 


“As material amounts of capital were i 


vested in stock, we need not consider the 


effect of extreme situations such as nominal 


stock investments and an obviously exces 


sive debt structure 


This dictum was entirely unnecessary be 


cause 


lohn Kelley Company reorganized and 
issued $600,000 in common stock and $250,000 


in 8 per cent debentures in exchange for old 


, 
common stock, that 


contention by the 


preterred 
there wi ven a 
Commiussio : capitalization. 


2 Commissioner v. John Kelley Company, 46-1 
ustc {J 9133, 326 U.S. 521 

3 Andersen Corl ation, CCH Dec 
5 TCM 392 (1946), Emil Stein, CCH 
46 BTA 135 (1942), Chester N. Weaver, 
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that t 8 per cent interest 
paid only out of the net income 


Yet the 


this negative dictum with 


Commission Has 


company 


relied on 


, ' } 
siderable success in later cases where 


il stock investments 


cases, noted above, the 
indebtedness was either perfect 


\portant Chey h 


mecans 
debentures 
poration, 


red t 


| 1 
miy a ion 
} 


ch notes 


fails, Decause 
capital stock. 
} 


or debentures 


amounts } be considered 


and taxable to the 


dends 
creditor as vy income be 
substance, distribution of 
profits o! } rporation an 
dividend.* 

What 


Cal 


is adequate capitalization 


1 these dangerous consequences be avoided ? 
Perhaps the answers to these questions lie 
in the schedule of the 13 cases* in 
the taxpayer lost because the corporation 
was held to be inadequately capitalized. 


the Kipsborough Realty Corporation case; 


whic 


Dec. 6648, 21 BTA 1283 
(CCA-9, 1932). 

* See footnote 1. 

5 Cited at footnote 1 


rev'd 58 F. (2d) 755 
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was held to be inadequate, 


‘hnitzer,, $187,800 was 


te capitalization. 


t} 
ui 
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rvraord A 


tne sub 


1 


ff 


1e amount allocated 


the criterion 
Matthtessen® is 
ee 7 


( Oo! 
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rece Ive d $6,000 


Same time 


* Cited ; 


Adequate 


} 


+ 


al 


aqaequat 


while, 1 


held to be 


Therefore, it 


n Sam 
inade- 


seems 


to capital stock 


ne or the 
cases, to be decided by a court of appeals, 


+ 


e 


capitali 


» latest 


zation. 


Matthiessen conveyed two vacant 
any Park, Inc., 


on its organiza 


in 


) 


cet 


orate capital previously invested 


Capitalization 


pital 


rect bu 
received 


Che 
| pon ¢ 


wction. 
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1 the : 


on 
ADI 


ion. 


stoc k 


advanced $20,000 in 


ildings 


a de 


$6,000 


lissolu 


his advances totaled $38,000 


Judge 


ation ot 


dequ i¢ 
} 


which 


eals fot 


Dobkin 


and three others organized Huguenot Estates, 
Inc., in 1940 to acquire an apartment build- 
ing in Mount Vernon, New York, for 
$72,330 The first and second mortgages 
already on the building totaled $43,750, thus 
requiring $28,580 in cash to purchase the 
equity of the owners. Each of the four in 
corporators paid in $7,000 to the corporation, 
receiving $500 in capital stock and a $6,500 
promissory note of the corporation, ‘This 
made a total indebtedness upon organiza- 
of $26,000, with capital stock issued in 
amount of $2,000, a ratio of 13 to 1. 
into account the mortgages, after 

perty was acquired, the total debt 

is almost $70,000, or a ratio of 35 to 1 of 
indebtedness to capital stock issued n 1945, 
apartment iilding was sold at a loss, 
corporation liquidated. Dobkin sought 


loss of $3,147 as a bad 


‘ourt held 


full as a bad 


capital loss 


t 


as risk 


by Stor kholders 
carded as capital 
e cost basis of 
determinatio1 


spositions 


t 


th S truv 


stock of the corporation is 

nominal amount and the 

h the stock] rs desig 
ct proportion to 

When the orga 

arbitrarily desis 

portion of the fund 

the busines 

trong imntei 


alii nt paid il 


I 


is a contribution to the corporation’s capital 


risk in the business 

ee anttatinants : 

adequate capitalization 1s 
which the Supreme 


contributed to 
nds on thi 
Schnitzer 

n Electric 

Corporation in 1941 with 
1 
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$841,552 were made by stockholders from 
time to time, and additional amounts were 
borrowed from other sources. The steel 
mill was completed in 1943 at a cost of 
$1,400,000. The corporation failed, and the 
taxpayer took a bad debt deduction for 
$202,350 in 1943. The Tax Court said that 
the advances “were paid in as risk capital, 
not as a loan. The stockholders had 
every reason to believe that the au- 
thorized capital of $250,000 was only 
a fraction of the minimum requirements for 
construction of a steel mill. For this very 
reason the corporation was unable to procure 
commerical loan A corporation’s finan 
cial structure in which a wholly inadequate 
part of the investment is attributed to stock 
while the bulk is represented by bonds or 
other evidence of 


holders is lacking in the substance necessar\ 


indebtedness to stock- 


for recognition for tax purposes, and must 
rpreted in accordance 
Samuel T. Tauber7® Tauber and others 
rganized Duet, Inc., which issued a total o 
$1,000 in 1 
$] 


with realities.” 


capital stock, and_ allocated 
16,000 to notes payabl No notes were 
ever issued, and ( 1T) was ver paid 
or accrued oti 

opper, in 


above 


addition L¢ itins | sidor 
with approval, | oss deductible 
only as a long-term capital gain, and not as 


a bad debt, saying 


. the so-called loans were exactly in pro 
portion to the capital stock; the capitaliza- 
impossible to 


olders would not 


tion was so thin as to make it 


assume 
have antic investments; no in 


1 


terest even though 


was » paid; and 


established on the a notes payable 


account, no notes wet every actually 


” 
issued. 


In another recent decision of 


Court, the B. M. ( 


tion,” 


Manufacturing Corpora 
was allowed the interest deduction on 
its ten-year debentures principally becauss 
“distributed to 
stockholders in like the 


proportions in which they held its stock.” 


the interest was not tax- 


payer's anything 


Che corporation began business with com- 
mon capital stock of $2,500 and preferred 
stock of $300, $150,000 in 


with ten-year 


issued to a 


debentures corporation, con- 
Dur- 
another $100,000 in 
debentures for cash to its stockholders at a 
time when it had $116,000 in earnings and 


profits 


trolled by its stockholders, for assets. 


ing 1947, it issued 


Thus the common stock was worth 


Cited at footnote 1 


1CCH Dec. 18,908(M), 11 TCM 376 (1952) 
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Judge 
Dobkin, 


$2,500 plus $116,000 in surplus, or $118,500 
when the $100,000 in debentures was issued 
for additional cash. The Commissioner dis- 
allowed the interest deduction on the deben- 
tures. Judge Opper of the Tax Court said 
the sole considerations supporting the Com- 
missioner were that the corporation was at 
the outset “thinly capitalized” and that the 
principal of the debentures was subordinated 
When the 
$100,000 in debentures was issued there was 
$118,500 in capital stock and surplus which 
makes this $100,000 issue 


o the claims of other creditors. 


“clearly invulne 


able to the charge of thin capitalization.” 


Wilshire & Western Sandwiches, Inc.™ is 


one of the few cases in which the taxpayer: 
won despite the fact that stockholder loans 
were in direct proportion to stockholdings. 
The Court of Appeals for the 

held interest on notes deductible by the cor- 
poration where 

$55,000 in cash upon organization, allocating 
d $25,000 to capital stock. 
1 to 1 


a the 


Ninth Circuit 


the incorporators advanced 


$30,000 as loans an 
ratio. In revers 

court said 

‘The effect of a lending and investing 

i iving creditors, as stockhol 

interest in ] 

loans, subjects the transacti 
tinv, but does not, as a matter 

juire the 


investment, 


transaction to be tre: 
regardless of intent 
f stockholder loa 
important because it u 
the total amount of money n¢ 
business as well as the allocation 
lebt and capital. In the 


: 1 . 
ratio wnhicl Ve upneid 


above ci 
I \ was almost 
special 
corporation may be al- 


l 


ratio between d 


However, lere is a situation in 


t deduction on stockh: 


ven though the 


Y 
I 


ae 
ebt 


and capital stock is apparently very high, 


that is, where a sole proprietorship or a 


incorporated in a_ tax-free 
exchange under Section 112 (b) (5). Under 


thi 


partnership is 


. 1 
Ss section. the 


} 


book Ss of the 
book 


he previous owner 


assets must be entered on 


1 
} 


new corporation at their 


e 
l 


lepreciated value on the books of 


t For example, the as 
sets may have a book value of only $11,000, 
but a fair market value of $20,000. If the 


new corporation issues, in exchange for these 


asset Ss, 


$10,000 in notes payable and $1,000 
in capital stock, the apparent ratio of debt 
to capital stock is 10 to 1, which looks too 
high But the 


lig 


stock is worth $10,000 at its 


Dec. 16,493(M), 7 
331, 175 F 


TCM 406, rev'd 4 
(2d) 718 (CA-9) 
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310.000 


the danger of 


quate capitalizatior 


1 1 


1] : 
e aliocat 


transferred 


debt 


scarce 


B. 2a7 


was introduced in 
re, would levy 
The 


years ol! 


ual tax on bachelors. 


all males 21 


Mayer Realty 
TC 730, rev'd 47-1 vst 
12 (CCA-6): Toledo Blade 
36, 11 TC 1079, aff'd 
50-1 ( 9234, O F. (2d) 357 (CA-6) 
England mpany, CCH Dec. 17 
TC 799 (194 P. P, Holding 
H De 3 , 3 A 337; 


Company, 


9 

, 

Corporation, 

aff'd 1 

B. M. ¢ Manu- 

footnote 11. 

Son, Inc CCH 

> (1950); George L 


UST 
P a ns 


917 16 F 1) 11 
factut 


(CCA-2); 


ing Corporation, cited at 


4% Charles Schaefer 
17,964(M), 9 TCM 1035 
cited at footnote 1 

1% Proctor Shop, Inc 
721, aff'd 36-1 ustc { 

%B. M. C 
at footnote 11 


Dec 
Sogg, 


CCH Dec. 8654, 30 BTA 
82 F. (2d) 792 (CCA-9) 
Manufacturing Cor poration, cited 


9203 


Adequate Capitalization 


I s or d 


ebentures should 


be payable unconditionally, whether earned 


or not, and paid when 


due in cash.” 


1 


(dS) bpentures 


should have 


1 


lefinite and fixed maturit d 


ates 


tile 


ayvel has 


be the 
he cases decided since 
be several years from 
nancial 


being 


mean 


structure of 
organized now 
time, this defi 
ut the increasi1 
capitalizations.” 
to be 


*s dictum in 


found 
the Kelle, 
h indicates that the Su- 
that the interest and 
tions should be disall 
payment of the 
axed as an ordinary divi 
kholde: creditor, 


11 
Still 


eves 
owed 
So calle | 


e ft 


where 
Ph 


such as 


Situations 


“nominal 


investments,” and 
bviously excessive debt structure.” 


[The End] 


ITS BACHELORS 


older who are not living with 
legally wed spouses and who reside 


age or 


in the state more than six weeks dur- 
ing the year 
The bill was 1 er! to the Com 


mittee n Conservation of Natural 


‘ ern Sandwiches, In cited 
at footnote 12 

1s And rsen ( 

1% Arthur V. 
TC 468 (1949). 

* Mullin Building 
16,013, 9 TC 350, aff'd 
(2d) 1001 (CCA-3) 

1 Mullin Building Corporation, cited at foot- 
note 20; Hrard A. Matthiessen, cited at foot- 
note 1 

Wallace L 

3 Alma Spreckels, 


TCM 1113 (1949). 


‘orporation, cited at footnote 3. 
McDermott, CCH Dec. 17,210, 13 


Dec. 


167 F. 


CCH 
9261 


Corporation, 


48-1 ustc { 


Chesshire 


footnote 1. 
17,434A(M), 8 


cited at 
CCH Dec 





By HAROLD A. KUHN, CPA 


San Francisco, California 


China Trade Act Corporations— 


Excess Profits 


T HE QUESTION is, can a China Trade mal tax. The excess profits tax provi 
Act Corporati nm use veriod earn- of the Code (Sections 430 to 474) supp! 
ings, even though (becat » special answer by indirection ri 
credit) it paid n : 1 h period rection. 
year! \ helpful approach t 
The answer apparently depends on thi construct a rudimentary 
construction Poe atut which makes and examine the definit 
each line. 


specihic provisi ) ] manner of com 


puting the normal tax income and tl f Che form 


Computation of Various Incomes Under Definitions in the Statute 


exclusions 
7 


(1) throug! 


Deduct 


5,000, cons 


6(b) ( 
H(b)(1) 


?6(h) 


3 


Notes: Section 22 (b) (8) excludes dividends ¢ 


ividend rece ed om a Ch 
from China Act Corporations to the ex- Corporation This is consistent with Section 
tent permitted by Section 116 (f), received by 116 (f), interpreting person as above, namely, 
a person if he is a resident of China. This is individuals and not corporations 

more restricted than ‘“‘person’’ under Section The Section 26 (a) credit is not allowable for 
3797 (a) (1). But Section 22 (b) does not ex the surtax under Section 15. Otherwise, th 
clude income derived from sources within China calculation down to ‘‘normal tax net income 

The last paragraph of Section 26 (b) provides is substantially the sam 


that no credit shall be allowed in respect of 
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A Close Examination of the 
Pertinent Sections of the Code 


Reveals a Useful Tax Tool 


The tax is on “adjusted excess profits net Congress could have excluded from gross 


income,’ which, of course, is a statutory income the profits of such a corporation 


from sales within China or it could have 
of the rudimentary tax return. This llaowed vat 


¢ 


concept, and is placed, the retore, at the last 


; ous deductions under Sections 23 


is determined by deducting the sum = and 26, or 


unt even under Section 262. But it 
did not Instead, it defined the normal tax 


net income of a China Trade Act Corpora 


in which we are interested. The law tion to be the same as that of any other 


lls as a percentage of “average base corporation. Section 13 (b) imposes th: 
ncome”’ ich is arrived at by percentage which the government takes, on 
mputing the “excess profits net income _ th 


he “excess profits credit” and the carry 


or carry-back. It is the “excess profits 


normal tax net income of every corpora- 
month in the base period tion (with exceptions which relate to for 


eign corporations, insurance companies, and 


regulated investment companies). Subpara 


Ses Ol 


1et incon 


graphs (c) through (f) of Section 13 con 


: ain provisions for other special situations, 
income for any 


‘ 
t 
but nowhere else is there a different defini 


tion of normal tax net income for a China 


Trade Act Corporation 


Chere can be no question that all of the 
quoted phrases mean thy for all pur 
poses. For the purps e World Wat 

included a 
Chapter 


1 


The 


2. ae 
Nall 


> 


(a) (2), becat 


determinit 


“ a ae 
speciai Ciass 


amount ther 
‘special class net income,” at 
on shows it to be the same as 


net ym { the 


26 


China Trade Act Corporations 





1 111 
Snail be 


tion 


‘tion 
supplied. ) 


14, the 


in this section 


the repes 
that 
appears to be an oversight.) 
mandate that 
defined in Section 


ior 


tion ete 


] - 
a cieal 


tax net income a 


This seems to be ior 
mal 


be computed, j as all other 


taxes im- 
600 ot this 
Act 


cast 


106 of th \ 
shall be allov 


y , 11 ' 1e 
imizea l C ii¢ 


nue 
the 
China 
wed st 


net income 


allo 

it against the 
to the proportion of the 
within 
a similar manner to 
119) which the par 


es of stock of the corpora- 


from sources 


last day of the taxable 
China, the 
United 
the 


or China wherever resident, 


s resident in 


p ssessions <¢ f the 


») individual citizens of 


the whole number 


corporation out 
led, That in no 


March, 


impos¢ 
my] 


ymputed 


| 


pends 
pena 


excess profits tax sections are 


cial provisions - banks, life 


insurance companies, etc. 


1953 


1 


; 
yr the 


fan An 
pur} 


ome 
amount 


and ( 


dividend 


the 
Lie 


x or the 


[The En 
TAXES—The Tax Magazine 





Books 


Oil and Gas Tax Cases 
| . Federal Income Tax 


lersel ‘o., 120 South LaSalle 


and Ga 


Seventh edition, 


hundred 
7 . 
to illustrate gener 


the 


:al Government. Paul 
f Chicago Press, 
Illinois. 


o 37, 


If you haven't this book which was 


published sometime last year, now is a good 
time to read it. The new President seems 
honest and sincere in his efforts to conduct 
| 1 


nis aad 


sible, 


ministration as economically as pos- 
Douglas 


stick as good as any to 


and Senator ’ book is a yard- 
measure the effec- 
tiveness of an economy program. The meat 


second part 


of the 


Senator’s book is in the 


Books 


Interest 
to the Tax Man 


which discusses 


expenditures in the 


and nonessential 


military 


waste 
civilian 
In these areas, the Senator suggests 
a saving of about $7 billion. 


and 
areas. 


Taxes in the Empire State 


“ie 
to New York State 
] M 


Income 
Monatt. Commerce 
21 North Michigan 


Illinois ‘hird edi 


uel 


specimen forms, with 


enable taxpayers 


ax treatment 


In addition, the 


} 


sim federal 


taritl < a ariat is between 


ind st sreby facilitat 


combined tax planning. 


uals, partner 


search tor 


1] 
ir proDiems., 


What a Difference a Tax Can Make 
Rite of Pani 


Summers 


vation on Industrial Location 
Floyd, Jr. 

arolinz ress, Chapel 
pages. $3. 


University of 
Hill, North 
Thi ok will 


interest to the 


undoubtedly be a great 


administrative branch of 
state and local governments. It takes up a 
question for which there are a great many 

1 +4 +* 


answers, an it attempts to answer it in as 


There 
are a number of factors other than taxation 
which influence management in 
tion of an 


not the 


responsive a ssible. 


manner as p 
the selec- 
Taxes are 
Plants are lo- 
cated in certain areas because of access to 


industrial location. 


paramount factor 
markets or because of access to raw mate- 
rials. Taxes affect the decision to locate 
in a certain locality when the other factors 
are not paramount and when the type of 
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business is such that taxes of any kind are 
The 


Conscience 
e author points out 


differentials are ad. @nd Law-Abiding Citizens 


y is not necessarily The Nature l 


76 


AU [Thomas FE. Davitt, 


Company, 15 Soutl 


differentials 


Stopping the Tax Gaps 
Loop Holes. Wi 


Public Aff: 


1 
itbhert 


Lnose 


tunities to cut 


opportunities wert 


linary taxpayer 


the act Heé 


' ” 
one lesson 


applications 
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Articles 


Third Man Theme 


The Problem of the Related Taxpayer: 
A Procedural Study,"’ by William T. 
Plumb, Jr. Harvard Law Review, De- 
cember, 1952. 


The author is a member of the District 
of Columbia and New York bars. 


little 
tax so 
are thers, wever, particularly 


splitting is involved, in 


planned income 


} 
+ 


which the Commissioner wants the tax to 


fall on a particular party. In such 


adopted the 


x suit to be filed first by the related 


cases 


some taxpayers have strategy 


OI causil 


taxpayel The best the governn can 


lent 


Articles 


Digests and Comments 
from Other Periodicals 


that the court will suspend ac 


he case indefinitely until the trans 


-ase is decided; but a court that is 


to keep its dockets current may 


willing to de lay a pending 
is ng the the transferor may 
lelay litigé his own liability. 


Thus, the is obviously a need for a 


procedure by which related taxpayers may 


be made parties to a single action, so that 
1] trial and may be 
result. A de 
nent proceeding would be the 
i both 
but 


render 


have a voice 


may 
bound by ingle consistent 
claratory 
jurisdiction 
could be 
jurisdiction to 


simplest solution, if 


i] over 


taxpayers obtained, 
tunately the 
1ratory judgments is expressly not ex- 
The 


an action oi 


o federal tax questions. 


ossibility would be 


inter 
tet 
inter] 


or in the nature o! 


subi at when a controvers 
more related 
the 
that he 


other 1s 


ver which of two or 


taxpaye subject 
conflict asserting 
is not tax al ! that the 
taxable 


tax liability, 


an interpleader 
action 


1 


he ost serious obstacle to the 


provisions in re 


WmS¢é ol 


the present interpleader 


lated taxpayer cases lies in the fact that one 
or both of parties may not have paid 
I tax in controversy. It is difficult to 


nstrue the Interpleader Act as extending 


the 


such a situation, since an action there- 


under must be brought by one “being under 


any obligation,” which seems to contemplate 
on. On the hand, 
F< de ral Rules ol Civil Pro- 
take 
are no problems of venue o1 


a present obligat other 


Rule 22 of the 


cedure (which will care of all 


where there 


cases 
be susceptible of a broader 
The procedure 
is remedial and the provisions ought to be 
liberally 


service) may 


construction. interpleadet 
resolving doubts in 


the 


construed, 


favor of permitting action to lie 
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mg been tl 


efrain trom making 


retunds 
taxpayers the lability 


taxpayer has been satisfhed. 


it has 


laxpayel! 
, 
soivent. 


t 


r ixpay¢ 


validity 
| ‘ 


ixpayer att 


d by the 


itl 


issione 


ssions 


ot 
is prob 
gre dith 


at 


March, 


torm 


grantor’s ta» 
core is unable 


ma 
e obDiigation f1 


y rights have 
evocably by a 
suffici 


to 


taxpayer wh 


retains powers ove 


gilt cause the incom«¢ 


taxpayer. 


taxpay 


acte 


Rey 


Internal Vel 
1y Situations 
lt 


ic 
Statute 
Secti 


oT 


a determination, 
mdly, the 


as defined 
; determination 
ive enumerated effe: 


i taxpavers 


re! 


a subsequent 


.* at 


date of finality 
tions has alr 


well 


claim 


he vised 


ad 
for refund 
arises between the 
payer ove! 
lability, rather 

: d ; 
cision in the 


sect 


' 
re 
3801 to save him 


on 
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Interest on an overpayment runs from 


the date of overpayment, which means that 


it is computed from the 


Ss On the 


latest payment or 


other hand, deficiency 


interest runs from the original due date 


whether or not there is a privilege 


yblems which arise 
tax liability 


ernal 


irom 
concern the 
Revenue. Some can be 


between the related parties 
with or without the aid of the 


Such problems arise principally 


tax liability is imposed on othe 


the person who enjoys the 
on one who di 
e 1 the 


would fall upon him 


rep rt ota 


‘Treasury-sponsored study 
estate and gift taxes recommended 
which would pro 

v hic 


ey do not 


asury study recommended that 1 


mbursement he grantor be required 
rust ber 

ncome 
thi beneficiary) 
be required to contribute to the grantor’s 
finally 


yf some vears, the 


Che theory Ss lat if the 
: i "ee . : 
when 1 1s aetermined 
beneficiary 


to use the income with safety 


Look Before You Drill 


“Tax Planning Before Drilling: The 


Operator's Problem,’” by John Paul 
Jackson. Tulane Law Review, Decem- 
ber, 1952. This article contains the 
substance of an address to the Tulane 
Tax Institute on November 20, 1952. 
All of the addresses will be printed in 
a volume entitled 1952 Tulane Tax In- 
stitute. 


The author is a member of the Texas 
bar. 


Articles 


depletion allowance \s an encouragement 
to risk capital it has been a major contribu 
tion in the 


discovery and development ot 


the vast oil and gas reserves oO! the nation 


On an average, 60U per cent or more ol 
pre ducing well is re presented 


gibles incurred in drilling the 
deduct this quasi capital 
become even more im- 
he right to the allow 


rded. 

in the benefit of this right, 
that the 
operator proper] lect to charge to expense 
his imtangib Under 
rulations, the operator may 


harge to expense the 


requirement 1s 


development 


costs. 


lreasutr 


option should be to 


expense tl sts. The provisions of the 


Regulations election once made is 


forever bind 


unnecessarily harsh 


ule Subject to proper restrictions, the 


gulations should thorize a re-exercise 


of the ele n to expense or capitalize 


intangibles 


\ determinatio1 f whether the intangibl 
more advantangeous in 


current or tollowing tax year 1s one ot 


the first steps in planning the development 


of oil properties. In order to obtain a de 


, 11 , 
duction ior intangibles in the current veal 


a calendar-year taxpayer who commences a 
+ 


Lin December mu 


ve st avoid the usual tvj 


drilling contract unless he has a 
expectation of completing 


December 31 


An operator who needs the charge 


should give consideration 


al terms in a con 





adjustment necessitated by the replacement 
of percentage with cost depletion must be 
made both for the which the 
years to which the loss 
is carried back and forward. 


year in loss 
occurs and for the 
Most informed 
operators av id a net operating loss by cor- 
relating their drilling anc r 
with gross income. 


othe expenditur S 


Under current B 
an oil payment is 


tion which yields 


to the depletion allowance rat 
sale of a capital asset 


gains treatment. 


he acceleration of 


year eliminates both 


operating loss and the accompanying dou 
adjustment which causes a loss ¢ 


in two or more years on all leases 


Other methods of 


the net operating loss deduct are tl 


postponement of drilling, tponement 


turnkey 
type of! ntract I th Cc l ‘nsation of 


drilling 


payments 


assignment 
in exchange 
' 

hereon 1s 


+ 


, 
rangement rather than a taxable 


of unlike properties 


This type of trat 
* ' 
tion is generally uneconomical from 


because the 


point ot view operator 


run will lose tax deductions 


itage depletion on 


1e assigned oil payment 
sition, during a 10-year period 
an operator who borrows funds to develop 
yperty instead of giving oil payments, 
will save the tax on a sum equal to the stat 
utory depletion on the income required for 
oil payment financing. 


] 


Moreover, business considerations 


which 


outweigh tax considerations may justify or 


require the use of oil payments. The tax 


law requirement for capitalization of the 
cost of the equipment 

the capital expenditure 

the life of the 

ten years rather than 


bank loan, is a factor whi 


equipme! 


the operator’s inability to repay 
loan bank from the production 

In the event that long 
ing is undesirable, the financing of 
ment by oil 
and 


nances term hinan< 
levelor 
payments may be the 
business-like 


prudent 
course to follow, 
operator may be advised to farm out 
of his development 
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He should budget his expenditures in ad 
vance to the end that his expected revenues 
will keep pace with his commitments, including 
not only future drilling and rental obliga- 
tions but also taxes and debt retirement. 


The most common type of assignment, 
and the one usually employed in case of 
nnnrawen or wildest acreage et lled 
inproven or wildcat acreage, 1S the SO-Calle¢ 
farm-out. The two forms: 
(1) the assignment of the lease under which 
the assignor retains an overriding roy- 
ty, and (2) the I 


uncer 


farm-out takes 


lease 


} 


a assignment of the 


which assignor retains an oil or 
production ay nt, payable out of a poi 
Another possibility 


reserve an 


uction 


the assignor to override 


and to take his cash in installments over a 
The right to 
bonus-payments 


d of four or five years. 
ive future-installment 
represents an economic interest in produ 
tion, ‘ ital t | 


1 
ler ¢ 


which 
— 


K 


\ yD ssignment 


whi I holdes f a lease assigns 


he assignment 
: z j 
a fractional interest in a lease in conside 


tion of a well at the 


assignee S e€ 
7 } 


a good trade for the assignor but, tax 


the assignee 


convenience, 


ownership 


‘reversionar\ 


hnical difference is tha 


carried 


nte! 


e the le owner 


The assignor interest 


except a 


bility of reversion in a half interest whicl 
neve! revel! he cost of devel 


which rre¢ r th 


assignee 


1e 
and does not 


for his 


torm ot 


assignol 


reversionary 


intel is more Satisti: 
parties, including the 
ire allowed to the person who 

and 


Bureau 
expenditures “ assumes 
income is taxed to the t 
ynmMissioner UV. « 
(CCA-5, 1947)), 


carried 


(162 F 
the assignee of a 


hel 
interest was es 


sentially a partner 


whose ultimate partici 
pation determined both the fractional pai 
of the income I 


+ 


chargeable to him and the 
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fractional part of the deductions which were 
available to him. Under the current Bu- 
pl form of an assignment 
which in turn depends upon draftsmanship, 


to 


eau actice, the 
controls the tax rules which apply 
ried interests. 


car- 


1 


lg net profits 


vation of an interest in net profits 


arrangement 1S a reset! 
The 
assignment defines net profits as the gross 
yme derived by the assignee less oper 
and the assignee’s 
expenses. net profits ar- 
etual carried 

s recent popularity is attr 
fact that it avoids the uncer 


created by the 


less 
The 


ot pe 


’ expenses 
levolpment 
ngement 1s a type 


wut 


Abercrombie decision 
advisable to 


“ ; 
propertic S 


A Three Nation View 
of Corporate Profits 


“Corporate Taxation—A Comparative 
Study,’"" by Geoffrey Hornsey. The 
Modern Law Review, January, 1953. 


The author is a lecturer in law at the 
University of Leeds, England. 


\\ 


Inited States, when the income 


tax was imposed, the rates of tax paid by 
individuals and by 
identical, 


17 


corporations were for 
and 


nany years since dividends 
individual’s assess 
tax Was 


’ 
a collection at 


re exclude om the 


ent, the corporation looked upon 
as analogous te source. The 
‘ 


analogy was correct, of! only in s¢ 


course, 


Articles 


far as profits were in fact distributed by 
corporations, and distributed in the form of 
dividends. There was in this [England] 
country a comparable situation so long as 
the view obtained that companies paid in 
come tax as agents for their 

But the House of 
“agency” theory. 


shareholders 
Lords later rejected this 
In France the development has _ been 
rather different lines, for there was 
imposed in 1872 a tax on dividends and in- 

sur ie revenu des capitaux 


along 


(Limpot 
mobiliers), which formed a distinct category 
within the income tax, 


terests 


his facilitated the 
distinction between 


making of the taxation 
of the company and taxation of shareholders, 
the that the dividend tax 
referred to was retained at its source by 
the And that 
the the law in 
1948, for the greater part of direct com 
mercial taxation is now based on the 
pr made individuals 
and profits made by companies; on the one 
find /a taxe 
revenu des personnes physiques, on the other 
nelle sur le revenu des per 
One result of this has been 


in spite of fact 


company. distinction is even 


more clear since reform of 


con- 


trast between fits by 


hand we proportionelle sur le 


la taxe proport 
sonnes mo) 


to bre } the 


ak uni 


rmity of taxation.of com 
panies and individuals even in respect of the 

° ¢ 1 1 
dividend tax Where holds 


another, and receives 


one company 


shares in as a result 
dividends from that other company, resort 
to be had to 


calculation in orde 


has a somewhat complicated 


r to determine the amount 
of dividend tax without 


double 


payable imposing 


on the receiving company taxation 


Chere is a this 


turther consequence ot 
The expression revenne 
mobiliers is wide, 


by 


ench 


system in France 
des capitana and includes 


distribution 
that F1 


most 1orms ot companies 


to their has 


members, so law 


question 


not had to preoccupy itself with the 
l the 
sut in general the 


of whether distribution had nature of 


ncorne 

e French courts has laid 
down 
the 


out 


the rule that 
ld 


1 
share o1de;°rs 


any by 


appropriation 


resulting from a sharing 


by the 
lity of 
a recent 
the 


company is taxable 


‘The gener- 
this view has been emphasized by 
which includes 


decree, amongst 
sums deemed to have been distributed, 
unless the contrary be proved, les sommes 
mises a la disposition des 


associés directe 
ment ou par personnes ou sociétés interposées, 
a titre d’avances, de préts ou d’accomptes. 
Phe 
holders is not of 


the 


form taken by distributions to share 


great importance in 


French tax system. This is truc 
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of the United States or thistcountry, where matter which is itself not without problems. 


the form of a distribution will give it the Schedule “D” of the Income Tax Act, 1918, 
nature either of capital or of income. simply refers to “annual profits or x 


Or gains, 
] y > . , hea . » } 
In England a distinction is drawn be- leaving the meaning of these words to be de 


‘ termined judicially. The French Code des 
ween distributions of capital and income, : ¢ 


‘ mpots Directs is more specific, defining the 
the tormer being exempt from taxation 


: . hle rohits lo héndhire not dote 
And, as VU arrington ed J. pointed out in aXaD pront as /é ene fice net dé term Ne 
C.1.R. wv. Fisher’s Executor [1925] 1 K. B Lapres les resultats d ensemble des operation 
451, regard must be had to the form of the “%& ‘le mature eectuees par les entreprises 


he ni lo ' e een ¢ 4 
distribution, rather than to such extraneous Che phrase “operations carried out by the 


, enterprise” led the courts at first to exclude 
matters as the subsequent realisation of the he = 


I tl 


distribution by the shareholders gains made independently of the company’s 


will, for example, compensation for exposi 
Other taxes payable in respect of rp tion or expropriation. But in later cases 


rate earnings are the excess profits tax of reliance was placed rather on the next sub- 


the United States, France’s tax ) undis section of the code, which defines the net 


tributed profits and the profits tax in this profit the difference between the value 


I ts as 


country Fundamental to all these is the of the 


assets at the beginning and at the end 


which profits are computed—a _ of the financial year. 


GUARANTY PAYMENT WHERE DEBTOR NO LONGER EXISTS: 
OR BAD DEBT?——Continued from page 230 


+} 


ie proverbial stone’? These are the tests definition of nonbusiness 
ich were advanced in the Fox case; and be more 
ey provide the perfect answer to the 


bstract theorists who sometimes appear to 


bad 


restrictively phrased 


a correction is made, the 


continue to follow the realistic 
nhabit the Bureau of the For case.® ‘ he Tax 
The problem could be easily dissipated, centl 

of course, if Congress would re-examine 


‘ iad eo ee 
d liberalize the loss and bad debt pro- axation is an intensely practical 
visions. There should be a clause in Sec- latter id. the actual tran 


>? 
tol 


m 23 (k) permitting bad debts on trans ather than the legal label, is the key which 


said, in a moment of notable lucidity 


profit to be treated n use to unlock the barrier to a 


yr conversely the = cort conclusion.” ™ {The End] 

text at p. 229 (Fox opinion) ceeds to be applied to reduction of the loan 

* Recently, they have tended to do so. (See ind any surplus or deficiency to be shared by 
Hanigsberg, article cited at footnote 10, at p the individual parties according to certain fixed 
915.) Above everything, ‘‘taxes should be fair.”’ percentages This arrangement, 
(Paul, Taxation for Prosperity 415 (1947): ec/ nsuflicient t« 


however, was 
ge the trust company, Vv 
Paul Federal Tax Compromises'’ in Selected was soon thereafter liquidated, but not 
Studies in Federal Taxation 101 (Paul & Zimet solved; and the securities eventually were 
1938); Lynch Decentralization of Tax Settle it a loss, so that Berwind himself had to p 
ment and Its Necessary Limit Proceedings 1 deficiency of $21,704.62 (for which he had no 
of New York University Eighth Annual Institute claim for reimbursement) Holding that this 
ya Federal Taxation, p. 1007.) fullv deductible inder Sec. 23 (e) a 3 

*® Charles G. Berwind. CCH Dec. 15.802. 8 T¢ the year claimed, Judge Opper remarked at the 
1112, at p. 1118 (1947) (acq.) Berwind and 


iis business associates in the Berwind-Whit« This proceeding is argued by the parties 
Coal Mining Company were financially inter- though such words as ‘guarantor,’ ‘equital 
ested in a trust company, in which they and owner,’ and ‘loan’ were magic phrases calcu- 
3erwind-White were depositors. When the capi lated to resolve all difficulties No doubt their 
tal of the trust company became impaired, they use as shorthand expressions of traditional 
tried to salvage the company by buying certair legal relationships is ordinarily helpful, and the 
securities from it at a price higher than market conclusion that a situation fits into one 
value, title being taken in the name of one of another of a recognized series of 
Berwind's associates Funds for the purchase may frequently have the effect of 
were furnished by Berwind-White, which with- the answer to a legal problem. 

drew deposits for this purpose, and the securi- ut trite as it may be, it is an inescapable 
ties themselves were held by the trust company aspect of tax law that taxation is an intensely 
as collateral to secure repayment to Berwind- practical matter, and that the actual trans 
White by Berwind and his associates, of the action, rather than the legal label, is the key 
funds advanced An agreement between the which we must use to unlock the barrier to a 
parties recited that the securities be sold, pro correct conclusion."’ 


as 
! 


r 


or 
categories 
supplying 
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New Journal Fills Gap 


Canadian Tax Foundation introduces a 
magazine for tax men. 


Bulle tin, 


measure, has answered this need but 


Canadiat lax 


ers may have a medium to expt 
hange their views 


the openin issue, there are amo 


g 

contributors Harvey Perry, | 
Donald 
ulso, is an 

( Clark, forn 

Among 


taxaDie 


Professor 


Mackay 


Finance 
ration gains, 

and tax minimization 
Wi feel sure that this 
ll received not 


venture 
only in Canada bu 
States, since we know i 
Tax Foundatior 


( alibre ot col 


Canadian 


Her Right There Is None to Dispute 


Gift of house to wife makes it her 


domain. 


1939, 


given to her by 


\ woman, in purchased a house 

her husband. 

his death in 1949, the Ontario 
Duty office claimed that the 

mand gave his wife a and that the 
ife must pay duty on this disposition, the 


money 
cession 


} 
t 


house 


house not being exempt as the husband re- 


tained an interest in it This contention 


Canadian Tax Letter 


New Tax Medium .. . 


Home Is Her Castle .. . 


Penalties for Late Filing 


Canadian Tax Letter 


holding that 
property interest 
Vas payable | 


retained no interest 


house, beneficial or otherwise; “[1]n 


the present case the wife always had bona 
proj 
husband was excluded 
and 

alter its acqul 
attributable not to any benefit 
ferred 1 n by his 


hide possession and enjoyment of the 
erty and......,. «the 


trom all beneficial interest 


occupancy ot the property 
tion 1S 
wife, but to 
marriage to the fact that hu 


band and wife are entitled to each 


‘lationship 
other’s 
“tet Thi ir . hing | 1, +] 

society Ss has nothing to do with 
| legal right to 


He lived there becaus¢ 


h id no 
he woman who owned 
Treasurer of Ontari 
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Wealthy Woman Can Be Farmer Too 


Qualifications of woman amply sufficient 


to show that farming is principal activity, 
not hobby. 


The operation farm 
1949 showed 
$7,859 19 
Minister 


disallowed 


] 
1Oss 


owner, i 
not derive h tf source of income 
farming. Minister’s determinatio 
set aside when it was shown that the w 
owned an extensive farm in 
New Zealand and had given her instructio1 
in general 

Her farming included land 
amounting to 400 acres, on which she had 
growing various crops besides various live 
stock. Her farm was equipped with mod 
ern machinery 


an’s father had 


farming and soil conservatior 


investment in 


and she herself worked 


lived on the farm six davs a week 





though some of the farm buildings were a 


little elaborate, there is no universal stand- 
ard governing style, it being generally a 
Under 
not have 
“That she hap- 
ould not, in 


her being viewed as a 


individual 


circumstances she 


matter of 


fancy. such 


uld 


herself 


done 


more to qualify S 


pened to have private means, « 
itself, prevent 


farmer 


in the gene rally accepte d sense of the word 


No 
DTC } 


” 


76 v. Minister of 


National Revenue, 53 


Time Is of the Essence 


Failure to file income tax returns on time 
proves costly for farmer. 


in the province of Alberta filed his 
for the vears 1946, 1947 
by the 
April 30 of each 


ax returns 


d 1948 the time 


Act, that 
suffered 


t} 


after required 
Tax 
He 
return for 
April 25 
1950 


Income 


1S, 
veal 


His 


penalties for late filing 


1949 w 
filed his retur 

cted average 
1946 1950. 


provisions of Se 


1e@ year 
1951, he 


and 


“ars 


as 


tD 
to in ac 
tions 39 


t. However, since h 
Mir 
election 


ar 
ler oOo iV 


al 1S 


l re 
the year 1948 was late, the 
ect in refusing t 
—Hendrick 
53 DT 


ister 
allow the 


Min 


Was Corl 


tO average l 


fional Revenue, 


Clash of Cases 


Decision in wife's case causes rejection 
of husband's claim for marital deduc- 
tion. 


A company owned by a woman was found 


to 


be a personal 
at it 
business, in 

lected lies, paid mort- 
gages and employed maintenance men; such 
found to be 


work it 


corporation de Spite her 


claims th carried on 


that it 


purchased supj 


° 1 
an active financial 


obtained tenants, col- 


rents, 
operations were o more than 
the 1 maintaining and 
taking care of rental property. Accordingly 
the net profits of $2,755.02 was income to 

Manson v. Minister National Rev- 
52 DTC 433. 


n 


nenal ' . 
usual routine 


her.- of 
enue, 

In a companion case, her husband was 
claiming a marital deduction of $1,000 for 
his wife, on the supposition that she had 
no income of her own. However, the find- 
ing of income of over $1,000 in her case pre- 
cluded the allowance of this deduction.— 
Manson v. Minister of National Revenue, 52 
DTC 435 
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Nontaxability ls Not to Be Identified 
with Loss 


Income from dividends offsets operating 
loss. 


In 1946, a comy 
loss of $145,246 in 
but ved 


other Canadian 


any suffered an operating 
ith securi- 
168,402.24 in dividends 
s| he 


Ratt | 
divicdens 


ts dealings W 


i 
Ms 
> 


ties 


rece 
from corporations. 
conte! ded t] it the 


ble 


ntaxabD 


aS 
n¢ 


income, 01 


peration loss should be 


had 
yart, Hannaford, Birks and Gord 
National Revenue, 52 DTC 
Park Coals I f 
venue, 52 DTC 1 


it 


unting 


conate 
miled 


I 


Y Re 271.) 


Absence Proves Costly 


Lackadaisical attitude of commercial 
traveller irks Board 


by 


ypealed by a footwear 


The disallowance of certain 
the Minister 
salesman. On 
granted continuances to enable him to obtain 


and 


aAxpens 
Cx} I 


Ss 


Was a] 


several occasions, the Board 


present voucl 1 would subst 


three 


ers whicl 
After continuances, 
the Board felt that his failure to appear was 
“almost the In 
allowing his claim, it was stated: “Had the 
appellant been present, I might have 


in 


tiate his claim. 


same as indifference.” dis- 


a been 
disposed to allow part of the sum of $880 
the fact that relief cannot be given 
appellant is entirely due to his failure t 
appear.”—Markus v Minister f Nation 
Revenue, 52 DTC 429 
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From 
the Reader 


Acq. and Non-acqa. 


Criterion for ‘‘Capital’’ Cattle 


dairy purposes, 


117 (j) (as amend 


of 1951) You refer t 


‘case, CCH Dec. 19,311(M) 


=p) 


), where it was held that 
he animals is not a suffi- 
their being 

W ith this 
How ever, 
Fox case 
4(1951) You 

mnly those hetters 


} 
i S 


a calf and those bull 

older are to be 
the herd.” True this 
the reviewing court 


ase But let us 


taxpayers 


high-grade Angus 


were 
nliaciner west slen 
I ¢ ( pe Tilt, ie 
hape of offspring, 
} persons 
as showing 
stock 
Angus 
\ \ T¢ Six 


such varying 


breeding 


usually 
and were 
were determined by the 
antageous sales. Tl Se tax 
that had been 


breeding 


’ . : 
at animals 


eae 
part of them 


f.¢ ] +} 
{ rea zed trom } 


thereafter was taxable as capital gain. 


that not only were 


mals raised by the tax- 
hat the practice of selling 
them betore l 


n tested showed 


their breeding qualities 
that were 


the purpose of being sold and not 


they 


for inclusion in the producing herd. The 


Acq. and Non-acq. 


taxpayers did not submit a detailed history 
of the animals on the which the 
court could make an accurate determination 
of which of the animals were eventually 
in the breeding herd. 
fain 


basis of 


included Therefore, 
allowed 


as to sales of the animals which had reached 


a capital classification was 
an age when their ability to produce calves 


was proven. 

The taxpayers also contended that 

n Section 117 
1951 act, made it clear 


gains here in 


words “regardless of age 
(1) as amended by tl 
that the 


gains. 


issue were capital 
The court rejected the argument and 
observed that the main thing is not the 

animals but the 
are held 


age of the 
which they 


purpose to! 


In the For husband and wife 
owned a farm the primary purpose of which 
was the raising of Aberdeen Angus cattle. 
Operations were conducted in accordance 
with the regulations of the American Aber- 
Association 


case, a 


They registered 


‘ +} ‘ 9 . 7 1 
wit iS a ( ation only those Caives that 


they considered as giving promise of high 
grade breeding stock In the years 1944, 
1945 and 1946, they sold 118 head of regis- 
tered cattle, the ages of which varied from 
hve or Six 


months to three years or more 


mm of whether these sales 


iin or ordinary income, 
] i Lile scliers had 

submit a detailed history of the 

criterion which they had 

offered he vas the fact of 


1 
determined 


registra- 
tion that 
“the heii registered, and sold by 
petitioners before they dropped a calf should 
not be regarded as a part of the breeding 
herd, and those animals that dropped a calf 
while still owned by petitioners should be 
regarded as a part of the herd. 
much as the age at which any of 
the heifers dropped a calf was 24 months 
and the 28 months, we 
adopt as average 26 months and for pur- 


249 


Inas- 
earliest 


latest was 27 or 





poses of disposition of this treat all 


females raised, registered by and sold peti 


case 


tioners when 26 months old or over as hav 
ing been part of the herd. The 


gain on their sale is taxable at capital gains 


breeding 


rat . . The remainder were not part of 
the breeding held 
The gait 
ordinary income.” 
\s to the bulls, from the record, “only thos« 
34 months or older should be classified as 


rt of the breeding herd and those 


herd but instead 


primarily for sale to customers. 


were 


their sale is taxable as 


art « under 


property 


sale to 


th: age should be 
held by petitioners 


stomers.’ 


In affirming this decision, the Court of 
Appeals for the Fou ircuit discussed 
the 1951 amendment 
“We are of the opin 
sions of the Tax Cou 
turbed Ths \ 
inded down prior to the enactment of the 
195] 


opinior Ol { 4 coul vas 


amendment to Sec. 117 (j) (1) 
does not appear amendment 
In any 


ley 


way either the reasoning 


S10 1 } | bh court 


“The taxpayers do not 


and now ur¢ that he 
195] holdin 


agree with this 
amendme nt 
renders the 


untenable a1 makes 


rgument the 
the amendment refers 


rardless of age; and from gut 


at may be 


a breeding herd 
animals have as yet 
tye } 


ed or which ven too 


made up ot 
bee: 
young for 
yrres the real 
he important thing 
ot the animals but the pur- 

pose for which they are held.” 


eeding 
point ot matter 


is not the age 


I believe that the court erred in 


nterpret 
ing the intent of 


1951 
(j) as- 
“Such term 


busine Ss, and 


i 
Congress The 


amendment, describing Section 117 
ets, reads, In part, ; foll« ws 
[‘property used in trade or 


subject to depreciation’—thus being an asset 


subject t 


ck, regardiess 


capital gai include 
ige, held by the tax 


dar \ 


treatment | 


payer for draft, breedi 


purposes 


and held by him 
ym the date 

1¢ | } 

The Tax Court was put to the necessity 
of determining the number of breeding ani- 
mals in the herd, which were sold. The evi 
dence offered by the taxpayer was confusing 
and conflicting, yet indicated that some re 
lief was due him. The Tax Court had no 

, 


alternative other than to discover and apply 
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some formula to arrive at the fair number 
of existing breeding animals sold. It, there 
fore, applied facts which accorded with the 
Under the 


Stances Of the pat ulat * did the 


data available to circum 


proper thing. The reviewing court saw the 


icture in that light. 


However, it must not be concluded that the 


ages fixed by the court remain the conclu- 
sive test in all cases. On the contrary, if 
he taxpayer had offered clear, convincins 


} 


+} 


w many of the sold animals 
actually devoted to breeding purposes, 
1 


ourt would not have been put to the 


fi making its own observations, imclud 


requisites. 


thermore, 


cludes any such a , an 
matter were the only issue involvec 
taxpayer being able to 


d 
adeqg 


submit 
evidence of their intended use and having 
the animals for the requisite purpos« 
holdir g pe riod, he woul Neither 
Tax Court nor the reviewing court wot 
lecide as they did in 


arising after the 


Q7 + t} e 
STANDARD FEDERAL TAX REPORTS 
‘For taxable beginning after De 
cember 31, 1950, livestock (not including 
poultry), regardless of age, held by the tax 
ayer for draft, 
and held by him 


acquisition 


years 


breeding, or dairy purposes, 
for 12 months or more from 
constitutes 
business’ 


“property 
and under 
gains and 


exchanges thereof are 


the trade of 


late circumstances 


part, as tollows 
will apply l 


t 


bre ding ’ 


young 1d nd holding 
ill start acquisiti 
the date tl to such 


: | 
(Italics supph 


Hence, it iS Cle; that 


put to the 


the date 

required use is not the 

ate to determine its qualifying as a Sectio1 
7 (1) asset, but the 


such intended use. 


date of its acquisition 
Therefore, it need 


+ 


irst reach a breeding age, because all 


* 1 t< 
ls acquired for such purpose, “young 


so qualify 


BAKERSFIELD, CALIFORNIA 


TAXES —The Tax Magazine 





Tax=-Wise 


Meetings of Tax Men 


National Association of Tax Administra- 


tors. he twenty-fir annual meeting of 
l'ax 
will 18-21 


Inn 1 


Rutgers University. 


spoke 


k, , January 
included David Beck, Alf: 
uel J. Foosaner, Sydne \ 
rt Mannheimer, Sevmour S. 

urd N. Polisher. Henry C 

e A. Wormser and Milton Young 
Inc., Detroit 
members of the De 


Gutki1 
Mint 


assorte Smith, 


Tax Executives Institute, 
Chapter. 


Chirty-two 


f of the Bur 


iu of Internal Reve 


‘hapter, 


» and local taxation are studied 


, 1° 
ifionsnip 


lucation and gen 
Ralph J. Bar 


e prom 


ifn.e , 
Valtare otf 1tS members 


I 


southern territory tax 


iS Dre side nt 


Tax-Wise 


manager for 


Taxes... 


Tax People... 
Things Taxed... 


} } t 
ciub. er otnecers 


nn 


department, Thi 


of the include 
Stapleton, head tax 
ympany, vice president; W. | 
Grubbs, Jr., tax Retail ¢ 
president; T. H. 


Theatre 


Coca-Cola + 
manager, rect 
Company, vice Eubanks, 
comptroller, orgia Company, 
secretary; and M. A. Barre, comptroller, 


Wilby-Kincey Service Corporation, treasuret 


Twenty-five Years Ago 


It was alwavs thus—the legislative depart 


nent keeping a critical eye on the activiti 
of the administrative department. The Marcl 
1928 } 


of Congress b 


AXES reported both house 
irking 
er a report of the Treasury Depart 
ds of illegally 
report 
“the 
way possible.” It was charged that 
Id of the 


issue of 
in approved watchdog 


on retut collected taxes 


contents of the were criticized 


lhe 


as being presented in most confusing 
the re 


port, which to f 


> refund of $103,858,867 
t individuals, ranging from 
»xximately $5,000,000 in one 


tematically 


) abo. 


arranged and co! 
information as té 
The Sen if 


desiring 
had been paid 

requesting the Secret 
list bv st 


whom taxes have 


rnish i 


ch case t 


d but still eagle 
looks into tax | 
$200,000 


Congress Should Regain 
Control of Spending 


reduce taxes and revent th 
ice t: and prevent the 


onal public debt, affirma 
tive be taken to control public 
for such 


resp ynsibility 


expenditures 


ni nly with Congress, but 


action rests 
and the people; 
the branch whict 
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also with the Executive 


yress beit 4 


however, 





authorizes the expenditures, exercises basic 


‘ t 

control. How effective has Congressional 
control been? Mr. Herbert J. Miller, in a 
recent issue of the Tax Review, examines 
finds that the Jack 


disturbing 


the situation and 


Congress is 


control by 


trollability is based on the extent to 


expenditure programs of a given year ar‘ 


commit 
programs or 


fixed by existing legal or moral 
ments to authorized 
appropriations. 

This lack of control is indicated by the 
fact that barely 6 per cent of domestic, 
nonmilitary expenditures in the 1953 budget 


was effectively controllabl 


prio! 


by the last ses- 
sion of Congress by procedures then available 

In the uncontrollable 
wer” und epresenting 


area are “carry- 
pending authorit 
granted in 
tical purposes 


Congre 


previous years and for 


be yond the 


all prac- 
reach of the 
Appropriations Committees, 


sional 

Apr mont * ad llec > > 
permanent junds coliected or re 
quired to be spent under contractual arrange 
ments or definite 


mao nite 
inde finite 


amounts 


le gislativ e 
funds 
that are 


commitments, 


annual nonpermanent ap- 


propriations indefinite in amount 


fixed charges, such as payments required by 


treaties and international agreements, “open 


end” programs, such as aid to agricultu 


the states, and veterans, and implied commit 


ments which 
m the part 
mittees to provide funds for programs which 
ire initiated by the 


1 ar cepteda 


stem from a moral oblis 


of the Appropriations Com 
legislative committees 
continuing obligations as 


mg as the law is not changed. 


j 


Among the obstacles to improving c: 
trol is the preoccupation of Congress 
current needs and problems which p1 
evaluation of basic legislation. 
that the 
government should be changed, if effectiv« 
ontrol is to be 1 Among 


attained 
are the size and complexity of 


a re 


also been stated basic system of 


programs, and, occasionally, la 


. ; 
takes in Congress 


this situation, the author 


nsideration the following steps 


evaluation of all expenditures by 
Congress; if necessary, an ovet 
ill ceiling on expenditures; and the recruit 
ment of and technical experts 


n fiscal policy to present practical solutions 


professional 


for improving the entire bugetary practices 


of the government. 


Furthermore, every effort should be made 
by the executive and legislative branches 
to cooperate on a review of fiscal policies 
should be a realization by the 
thei 


ind there 


peopl that 


252 


cooperation is also neces- 
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sary—this they can indicate by 


] 
ness to accept iess tro! 


1 


government will ask less f1 


Tax Doings and Undoings 


Life for revenue agents 
ee 
umdrum 


Activity 


ther 
OUNeT 


indeed, from a 


Report, it appears 


things they may take part, involut 
tarily, perhaps, in infantry maneuvers, or 
I a numbers 


operator, operating a 


boat, in Florida 


Although hardly attempting to pre-empt 
the style of the late E. Phillips 
a revenue agent in one 


“black book” belonging 


case 
She claimed that it contai: 


plate 


1 
at ner 


numbers of 

home. However 
proved that the number 
stantial 


sums orf money 


forming abortions. 

with 

illicit 

York — AT 
used 


In another cas¢ 
smell, located an 
range County, New 
of disinfectant was 
around the distillery 


ar Aberdeen, Mary] 


lil Suspici 


, operatin 


DS 


agents 


ered 


investigators 


the Ink 


- sel 
resuit 


ison and a $3,000 f 


The “‘Ighats’’ Are on the Warpath 


\ 
a ( l is 1 


‘schmoos” but a frat lity wv 


ng a Campaign tor lower taxes 


Oo a recent issue of the Wal 


HOLLER 

show people hx 
also get Congress 
The movemer 
lowa, al 
ind now has spread 


a lun 
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Lhe purpose oi tl movement, 


which will really get under way on March 1, 
the “hidden” taxes which 

150 on a loaf ot 
a new car, 150 on a lady’s hat, 116 on a 


and about 100 on an egg, to 


is to reveal indi- 


viduals pay bread, 206 on 
mans sult 


mention u a iew By letti ‘ 


Ling ongress 


slatures know how the 


1 
copie 
I * 


a nonpa organization 


action will be 1 to eliminate 


cut taxes 


gloomy day for the 
nment spending.” 


1 
t 


t 


some 
bh 


Tax-Wise 


helped to save the state trom an 


that would have cost the state 


$100 million.” 


Need Tax Help? 
Bureau Has Electronic Brain 


Taxmen spending long hours 
their clients 
wish 


their 


who 
alculating the 
might 
had < ectro! al to do 
computatio 

When th sure of 
computes the 
eople 


torm 


before the 
tan 
Internal Revenue 
taxes for the mullions of 
earning less than $5,000 who send 
1040A with the withholding 
rm supplied by their employer, the fig 


along 


ures are fed into electronic machines whic! 
compute 
The 


together with other efficiencies 


the tax in 1/70 of a second 

Bureau of such machi 
that 
been 1 tit a rov iat big government 
The cost ot | 


1952 


use by the 


nes 


have 


be Calne 


1913 


within tl Bureau itself, the pay 


ment of taxes, however, remains a personal 


and intimate relationship between the ci 


tt 
ernment, or so it was de 


release 


suspect 


ended 


American Bar Association 
Proposes Tax Revisions 


Phe 1 Ving egislative commenda 


ns, four Tax Court 
submitted to Congress by the 
American Bar Asse 


1) Provide 


type of pens«t 


f which deal with the 
\ 

been 
ciation 

lax Court judges the same 


which is given to judges 
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of other courts; 2) establish uniform rules 
of procedure on review of Tax Court de- 
cisions; 3) make the filing date of a peti 
tion to the Tax Court that on which it was 
mailed by registered mail; 4) make legisla- 
tion dealing with independent administra 
not applicable to the Tax 
Court unless specifically mentioned in the 
legislation; 5) pe 


years 


tive agencies 


end the extension of the 


riod of limitations from three to five 


on omissions from gross in 


where ade 
the 


SSes in transactions 


ome 


quate disclosure made; 6) 


offsetting of gains and Ik 


1S permit 
between 
the net 
make a correlative change in 
relating to 


related persons by disallowing only 


1, ] 


losses from and 


transactions 


the 


suc 


section 


basis of to allow the 


transteror’s basis only purpose o 


determining gain with « basis 


for determining loss: amend the 


ds of 


and 


provisions exempting life it 
surance paid by reason of the death of the 
1 that 


insured to 
even though the insurance policy 


proce¢ 
| 


make clear such proceeds 
are exempt 
have been 

but 


realized by a t1 


or contract may 
ibl 


ble any gain 


transferred for 


a valu: considet ation, keep as taxa- 


ansferee upon 


surrendet tr an insuran POLCyY 


City Tax Calendar . 


April 1—New York 
New York City real est 


} 
ave 


tax duc ate tax 


} 


second 


April 15 


stallment 


lrizona: Phoenix business privilege 


} 


a eports and payment due: Colorado 
Denver sales 


ke 


Kentuck 


tax report | payment duc 
Louisville corporate 


ana 


income tax 


payment - Louisville pe: 


reports 
| ports and 


1., 
sonal me tax re ine 


, payment 
Vew Mexico: Albuquerque occupati 

Pennsy!t 1 
plover withholding reports at 


due; Philadelphia employer hhol ‘ 
reports due; Scranton employer withhold 


installment due Erie em 


due; Scranton 
Scran- 
withholdin 

ts ; due; Scranton 
School District second installment of bal 


g tax reports and payment 


ncome tax second installment due; 
ton School District employer 


orts and payment 


due 
April 20—L 


a 1 use t 


New York 


tax 


utsiana 


New Orleans sales 
ix reports and payment due 
New York City sales and uss 


pavment 


duc 


tS al 


March, 


New York City property 


The above recommendations have not as 
yet been included in any specific bills. Other 
recommendations, which were also submitted 
to the Joint Committee on Internal Reve 
nue Taxation, have been included 
vious bills and the majority of 
included in identical bills, H 
H. R. 4825, introduced to the 
ond Congress in July, 1951 
The recommendations were accompanied 

specific their 
their 


in pre 
them wer 
R. 4775 and 


Fightv-sec 


by legislation to accomplish 


intent as well as argument favoring 


enactment 


High Court Ruling Sought 
on Mail-Order Cigarette Tax 
An Illinois smoker is 


lenge of the legality of the Illinois Cigarett: 
Use Tax Act to the United States Suprem: 
Court. Certiorari in Halpin, 2 sv 
{ 250-025 


taking her cha 


Johnson 
Cie. os SE). 
The Illinois 
had previously upheld the 


the 


pac k tax on 


was applied for 


February 5. Supreme ( 


constitutionali 


ot act, which applies the thre 


cent-pet 


cigarettes which bought by 


ate 


mail from sources outside 


April 25 


duit 


New York: New York City co 
company and 
New York City public utility exci 


reports 


tax reports payme! 


due; 
tax and 


payment due 


April 30 


sales 


California: Los Angeles n 
and 


ont} 


use tax reports and payment 


; Los Angeles quarterly sales a: 


us¢ 
Oakland 


payment 


tax and 


re ports 


payment du 


sales and use tax 
due; San Francisco 
ports and payment due 
ville p 


pay? 


reports and 
sdles and use tax re 
Kentucky: Louis- 
m t withholdings 
St. Louis employe: 
withholding tax reports and p 
Oh Columbus 

orts 11 


with! 


‘rsonal inc 
17°: 


»* 


due uri 


lent 


ayment 


emplovert thholdin 


ix rey rent due; Dayton em 


ee 


t ant ayl 


5 | 
piover ri 


ling t reports ane 


$50, Toledo 
information reports and payment 
tax due; Youngstown employer with 
holding t reports amd payment due 
Philadelp¥ia income tax 1 

payment 
withheld at s 


ment, if more than du 
emplovet 
of 
ax 
, j 
Pennsylvania 


ports and on W and salaries 


urce due; Philadelphia 
and duc 


retail tax 


iges 
not 
withholding 


ltalr- 


reports an 


1953 @ 


reports 


Provo met 
1 


payment 


hant and 


due 
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State Tax Calendar 


The State Tax Calendar includes the 
reports and payment due dates for the im- 
portant taxes—franchise, income and prop- 
erty. If the states in which you have 
interests are not listed, there are no fran- 
chise, income or property tax reports or pay- 
ments due therein for the month covered. 


ALABAMA: April 1—Franchise tax due 
April 30—Franchise tax due 


(last day) 
income 
payment of 
om calendaz 


ear corporations d Personal 


and information repor nd payment of 


ARIZONA: April 15—Corporate 
and information reports and 
incom 


ret 


ARKANSAS: April 10— 
due. April 20 


Prope rty reports 


Property tax installment due 


CALE neem magia 15—-Personal in 


reports and payme rst installment 


April 20 al property tax 
natalleesnt 


ome 


tax duc 
(last day) 

rate incom 
installment 
» reports and 

yment of 1 nstallment of tax du 


April 30 roperty and mine tax du 


nent wit! 


CONNECTICUT: 2 Inc 


hise) tax rep and payment duc 


ome 


DE " awame: April 30—Per 


1 payment first inst: 


sonal income 
allment 


e withholding 


DISTRICT OF COLUMBIA: April 15 


Income (franchise) reports 


and payment 
nstallment of tax duc Personal 


and payment of first in 
tz duc Unincorporated 


busine Ss reports and pe 


iyvment of first in 


tallment of tax due 


s duc 


ee April 1—Property report 
Property ax becon eli 


nquent 


State Tax Calendar 


[1953 APRIL 1953 


[SUN ‘MON “TUE UE WED THU Fri U_ FRI SAT. 


«bh «4 @D 1 


15 67 8 9 1011 
(12 13 14 15 16 17 18 
19 20 21 22 23 24 25) 
26 27 28 29 30 «» «»| 


GEORGIA: April 1 


(last day « 


Property reports due 
200,000 


rep rts 


xcept in 
April 15 Income tax 


payment on estates and tr 


counties of 
or more). 
and 


ILLINOIS: 


from 


April 30 
private car lin 
Property reports t 


due (last day) 


INDIANA: April 30- 


and payment due 


IOWA: April 1 roperty reports from 
lit ompamies dt Property reports 
railroa¢ 
stallment delinquent 
KANSAS: pete 15—Corporate income re 
ports and iyment of hrst inst 
yp eo 20—P 


from motor carriers due. 


allment 


of tax due roperty eports 


KENTUCKY: April 15—< 


rts 


orporate 
first 
reports 
duc Pe rsonal 


income 
installment 


trom cor- 


and pay 


ment ol 
License 
income reports 
installment of tax 
cue Personal income tax 


ayment of first 
reports and 


payment, or first installment thereof, due 


LOUISIANA: April 1—Property 


due 


MARYLAND: April 15 


reports and avment ! rst 


orporate income 
stallment 
of tax due ‘oreigi “orporation 


reports 


and filing fees due Franchis ax reports 
and payment from domestic c: 
due.—Personal 


ment or first imst 


, r ’ ' + 
Property epo 


rporations 


income reports and pay- 


allment of tax due.- 


MASSACHUSETTS: Agee 10 
excise (income) tax rep 
due.—Corpx ra aa $s 

utilities due, 

sonal income tax 


se (income) 
April 15 


reports and p 


ports 


irom 


yment 


MINNESOTA: a 1 


tio n tax reports ; a 





MISSISSIPPI: April 1—Property reports PENNSYLVANIA: April 15—Corporate 
due.—Property reports from car compa- net income reports and payment of first in- 
nies due. April 6—Property reports from stallment of tax due—Corporation income 
railroads and utilities due. reports and payment of first installment 

of tax due. April 30—1953 corporate net 

MONTANA: April 1- -Prope rty reports income euintioa reports and pate pay 
from railroads due. April 15—Personal 
income reports and payment of first in- 
stallment of tax due. 


NEBRASKA: April 1—Property reports gence ISLAND: April 15- 
from railroads due. April 20—Personal ports. duc. 
Property reports due—Property reports SOUTH CAROLINA: April 1- 
ner om corporation license tax due. 


NEW HAMPSHIRE: April 1—Corpora- 5 
tion reports due—Franchise tax due. SOUTH DAKOTA: April 30 


April 15—Property reports due (last day). tax first installment due (last 


ment due.—1953 corporation income ten 


tative reports and part payment due. 


NEW JERSEY: April 1—Franchise reports TENNESSEE: April 1—Propert; 
of revenue from railroad companies due. from public utilities due. April 20—Prop- 
April 15—Franchise tax reports and pay- erty reports due.—Property reports from 
ment due manufacturers due 


NEW MEXICO: April 1—Corporate in- TEXAS: April 30- 
come information reports due.—Personal (last day) 
income information reports due. April 15 

Corporate income reports and payment UTAH: April 15—Personal inc 
of first installment of tax due.—Personal] ports and payment due. 
come reports and payment of first in- 
stallment of tax du VERMONT: April 20—Property 
athe ON: test interns mene ee ee 


withholding reports 


Props rty report 


t 


reports and payment of first installment 


of tax due.—Unincorporated business tax VIRGINIA: April 15—Corporat 


reports and payment due 


, LINA: April 15—Fiduciary 
a promt 8 April 15—Fiduciary WasHINGTON: April 30—Pr: 


semiannual installment due 


reports due. 


NORTH DAKOTA: April 1—Foreign cor 
poration reports due (last day). April15 WEST VIRGINIA: — 1 
Corporate income reports, information ports from public service corporati 
reports and payment of first installment April 30—Foreign caéaatailid t 
of tax due Personal income reports, 
information repo nd payment of first WISCONSIN: April 1—Domes 
installment of t: lue tion reports due (last day).—Foreign cor 
patinn sannete dun (last da. net 
OKLAHOMA: April 1—Property tax sec- recs dntagactedeond portend gersaaclrg 
: —Property reports of railroad, telegraph, 


sleeping car and exy 


| installn it delin quent 
ress companies due. 


OREGON: April 15 Excise (income) re- 
orts and payment of first installment of WYOMING: April 1—Propert) 


T 
' 

’ ne | ni ] 
tax due.—Personal income reports and from pipeline companies du 


payment of first installment of tax due. reports from wiablic utilities due )p- 
April 30—Withholding t: reports and erty reports from telegraph and telephone 


t 
payment due. companies due 


“It is an old maxim and a very sound one that he that dances should always 
pay the fiddler. Now, sir, if any gentlemen, whose money is a burden to them, 
choose to lead off a dance, | am decidedly opposed to the people's money 
being used to pay the fiddler.""—Abraham Lincoln, from speech to Illinois 
Legislature, Springfield, Illinois, January, 1837. 
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Other Helpful, Informative CCH Magazines 


Labor Law Journal 


¥% Specifically designed and edited to promote sound 
thinking on labor law problems, the Labor Law 
Journal publishes incisive articles concerned with the 
intimate and complex relationship of Law, Labor, 
Government, Management, and Union. Month after 
ionth, the Journal brings you the serious thinking, 

reasoned conclusions, the viewpoints, and atti- 


LABOR 
LAW 
JOURNAL 


tudes of leaders of thought and action—on significant, 


tal | 


otal labor law problems 


“wr 


pecialists in that field—from government, law, 
n, education, management troublesome 


trea 
hases of labor law in factual, hard-l ing articles 
nothing is “slanted.” Issued 


ly; subscription rate—$6 a year. Sample copy 


1 
punches are pull 


Insurance Law Journal 


: er the 
% Month after month, this helpful magazine presen 


timely articles on pertinent subjects of insurance law, Gusmrance} 


digests f recent d ions, comments on pe 


legislation, rulings ate commissioners and at Law 


ney 


ing 


excl 
men. Emphasis is on the insurance law fields of Life, 
alth and Accident, Fire and Casualty, Automobile, 


H« 


i 


1 


general, and other features reflecting the 


scene of insurance law Che Journal is lite JouRNAL 


lusively for insurance law men, by insurance law 





and Negligence. Issued monthly; subscription rate 


$10 


a year, including a handsome binder for per 


manent filing of each monthly issue for a vear. Send 


tor 


Food: Drug: Cosmetic Law 


a sample copy 


Food Drug Cosmetic Law Journal 


% Essentially, the purpose of the Journal is to stimu- 
late and facilitate the exchange of professional views 


in a highly specialized field of law. Each issue pre- 
sents signed articles—by specialists, public officials, 


er authorities—on legal problems involved in 


+} 


paration, packaging, labeling, storage, and dis- 
| »§ foods, with respect to nutrition, health, 


and the general public welfare, in addition to notes on 
legislative, administrative and judicial developments. 


monthly; subscription rate—$10 a year, in- 





-ar’s issues. Sample copy sent on 


Al] Published by 


COMMERCE. CLEARING, HOUSE, INC. 


PUBLISHERS OF TOPICAL LAW REPORTS 


214 N. MICHIGAN AVENUE, CHICAGO 1, ILL 


When requesting sample copies, please address JTV3 





